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FOCUS 
The China Base 


The inexorable wheels of globalization seem to be producing re- 
sults that would surely delight any free market advocate. You may 
call it the theory of comparative advantage in play; the global market 
is ruthlessly redirecting resources to its most efficient users. 


China is fast emerging as the low-cost and the best manufacturing 
base for the world. Leading MNCs are vying for a space there, lest 
they risk losing their competitive advantage. Should India Inc. lag 
behind? Certainly not. The post-reform environment has enabled 
companies to emerge much stronger. Stronger Indian companies in 
certain sectors have begun to set up their bases in China. 


The pharma companies which have made such forays include 


Ranbaxy, Dr. Reddy’s, Aurobindo, and Orchid, and their tribe is grow- 


ing. While ignoring the China opportunity would be suicidal, there is a 
strong upside in embracing it. The first and foremost benefit is, of 
course, low-cost production on account of cheap labor, low-cost utili- 
ties, tax incentives, etc. Add to this, the ease of business facilitated by 
the open-door policy, excellent infrastructure, environment condu- 
cive to speedy implementation of projects, and the picture emerges 
crystal clear. 


The most important of all is the ability to cater to the Chinese 
market for pharmaceuticals that is growing fast and is likely to be- 
come the 5" largest in the world by 2010. Besides, the patent expiries 
round the corner are expected to unleash a market worth $60 bn. The 
grand finale, therefore, would be to leverage success in China (which 
is formidable, given the rigidities that still haunt foreign firms) as a 
launch pad to globalize the business (See Cover Story and the accom- 
panying Round Table). 


The unfolding scenario is surely a reason to rejoice. More so, if one 
wears the cap of a corporate, whose sole aim is to create wealth for its 
shareholders. But, can the same be true, if one wears the cap of an 
economic policy maker for Indian economy? On the surface, it seems 
so, since the Indian companies seem to gain from the Chinese opera- 
tions. Delve deeper and the catch lies right there. The investments, 
which have begun moving into China, would only increase as the sector 
tastes success. This means a denial of employment opportunities to 
many in India. The real benefit of free trade lies in the economic pros- 
perity of business, leading to economic prosperity for the masses. Given 
that India has miserably failed in attracting FDI on a scale that matters, 
the domestic investments too, seem set to fly elsewhere! Well, this is 
not to suggest a reversal of free trade, but to emphasize on the need to 
make India an equally attractive destination for setting up businesses 
that lends competitiveness a la China. Is Delhi listening? 


Ch Rajeshwer 
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India and China are prime growth markets for the world's largest provider of 
networking equipment. 


— John Chambers 
CEO, Cisco Systems on the China and 
Indian markets. 


Unless the leaders of India recognize the importance of infrastructure and 
manufacturing as the backbone of India's development, we won't progress fast 
enough. 


— Anil Naik 
Managing Director. Larsen &Toubro on the importance of manujacturing sector 


India has a huge role to play on the world stage. For this, you need to focus on 
four key areas: Literacy, productivity, digital inclusion and innovation. 


— Bill Gates 
CEO, Microsoft on ‘four’ point mantra for India 


If you could positien an all-weather car that was not a glorified scooter or a 
stripped down car, then I believe there would be a market potential for one million 
cars a year. 

— Ratan Tata 
Chairman, TATA Group on Rs. 1 lakh car 


There was a misconception that India and China were in competition. It is our 
effort to engage China in greater economic interaction. I welcome more linkages 
between India and China. 

—Dr. Manmohan Singh 
Prime Minister of India on China and India relations. 


There will be no extension of last date come hell or high water. There will be no 
dilution (of Clause-49 of Listing Agreement). Size of a company will not be a 
defence for not complying with the corporate governance norms laid down in 
Clause-49 of Listing Agreement. 

—SEBI Chairman M Damodaran 
on the corporate governance norms. 


Three out of the top five IT companies had approached us for a tie-up at that 
time. But we were focused on the petroleum sector and hence we missed the oppor- 
tunity. That is one regret I still have. 

— Mukesh Ambani 
Chairman, Reliance Industries on missing 
IT opportunity in 90s. 
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B INDUSTRY 





Indian IT Firms 





It’s time that India IT firms ventured into the intellectual capital utilization 
from the existing focus on available resource management. 


argons abound, sermons even more 
so. Some suggest the total write-off 
of Business Process Outsourcing 
(BPO) from the Indian software firms’ 
to-do list; some preach the mantra of 
taking up M&A route for gaining inter- 
national grounds for the sake of acquir- 
ing the ‘phoren’ tag somewhere in the 
company document; the list goes on... 
Let me also pitch in my meanderings on 
the hot sermon topic by advocating the 
moving up the value chain of Indian IT 
firms. Here it goes, but first some facts 
and figures... 
Indian software firms are receg- 
nized worldwide for the quality of work 
as well as the workforce. Recently, at 
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— M Scalem 


Faculty, Indian Institute of Management , Indore. 





Dubai, an Economic Head of a Commit- 
tee expressed the following in front of 
world's top representatives, ministers, 
and eminent personalities: “...How I 
wish that I can have at my disposal the 
US resources, Chinese acumen, Japa- 
nese technology, and, to top it all, I wish 
for the Indian workforce!” Self-explana- 
tory, I guess. So, it’s a fact that we are up 
there albeit only in the populist concep- 
tion amongst the western countries 
(that truly matter, big bucks-wise) that 
we are a low-cost, high-return invest- 
ment. While facts speak in our favor 
that we are indeed the best of the best 
third-generation English speaking, 
highly professional, and brilliant, but 


that the brand image has been created 
as per the low-cost outsourcee is worri- 
some. Resulting business response 
from Indian software companies was to 
restrict themselves to where the big 
bucks are (read low-end IT work). End 
result: Reinforced identity and tag. Big 
mistake, when looking in the broad per- 
spective. 

Well that was then, and it was justi- 
fiable also, given the market economics 
and rupee/dollar romance/bully at the 
time. Now, indeed it is our firms that 
are taking over foreign/multinational 
firms/brands! Signals going out to glo- 
bal market is that we have definitely 
arrived, and how! Strategic recommen- 
dation: Time is ripe for a changeover in 
the collective brand projection and 
value chain proposition. The proposi- 
tion is to venture into the intellectual 
capital utilization from the existing fo- 
cus on available resource management. 
Going by the trend of Jargonizing, let 
me also propose the new ICT mantra: 
The eyeQ (Efficient Yet Effective Qual- 
ity) offerings way. 

A few of the opportunity costs associated 

with the dynamics as above are listed 

below: 

e High premium and billing rates with 
ensuing margin; 

* Visibility amongst major players 
and clients, so necessary in a global 
arena; 

e Brand recall, whilst bidding for big 
league projects; 

e Joint ventures or M&As with estab- 
lished players of repute, etc. 

Now on to how the shift would/could be. 

The broad topics on which consolidation 

and strategic focus should be are as fol- 

lows: 

1. Industry or vertical-specific focus 
areas; 

2. Develop expertise in select core-com- 
petency areas; 


a 


Indian IT Firms 





3. Leverage brand in getting exposure 
in promising areas for future; 

4. Synthesize technology skills in, 
business domains, so as to offer 
complete solutions; 

5. eyeQ way: Value propositions 
should be offering efficiency and 
effectiveness (Two different things, 
yet the killer combination. Former 
leads to high returns, while the lat- 
ter brings in revenue growth); 

6. Develop products and focus on pat- 
ents; 

7. Dynamic and proactive strategic po- 
sitioning across the core- 
competency areas; 

8. Focus on prerequisites in modern 
era, viz., ethics, corporate social 
responsibility, etc.; towards brand 
image and for a better reception 
amongst global clients; 

9. Innovate and invest in R&D; 

10. Network, Network and Network! 

A survey (results given in the Table) 
shows the importance of IT in the entire 
business value chain. Given the impor- 
tance of IT and Technology in all the 
business areas of today, the effort re- 
quired from the firms to move for inte- 
grated consulting is not at all too much. 
However, having followed the other way 
round so far, now credibility has to be 
built upon the expertise in the current 
corporate boardroom dynamics. 

The clients are increasingly focusing 
on the overall impact of technology on 
their portfolio of businesses, rather than 
just on projects in their singularity. The 
fact that the global IT spending has been 
estimated at over $600 bn by the analyst 
firms like Gartner and International 
Data Corporation (IDC), gains signifi- 





Factor Weightage towards IT 


Factor of Percentage 
Importance 
Loss of Competitive Edge w/o IT 58 


Increased cost of Production w/o IT 16 
Critical Importance in business wo IT 13 
Lack of control in running the business 7 
Others 


cance here, as also the incentive for mov- 
ing up the value chain. Risk manage- 
ment, Business Strategy, Integration/ 
Change Management, Project Manage- 
ment, etc., are the tools for such focus. 

However, not all firms can follow the 
proposition as they are unable to reach 
a critical mass. There has to be a con- 
solidated effort by the tier-1 companies 
to apply multiplier effect downwards. 
Leťs take a hypothetical example. Say 
an international client X is looking for a 
partner to help it refocus its business 
offerings in the realm of IT-enabled 
ones. Note that the problem is NOT of 
IT, but rather the usage of IT for entire/ 
major parts of the business. 

Now let’s say an Indian firm ‘A’ has 
already developed its core competency 
in total integrated business solutions 
by investing in R&D (which might have 
resulted in low margins), while another 
firm ‘B’ is still following the old high 
margin outsourcing model. It is obvious 
that A, by virtue of its core strength(s), 
is more firmly positioned with X to 
clinch the deal, is it not? Now A can fur- 
ther benefit by outsourcing the parts, 
which could be done back-end. We call it 
‘outsourcing the outsourced’. So, while 
A’s brand increases the profit, its effect 
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is percolating to the low-end firm B also, 
thereby giving a win-win situation. 

Of course, the example is quite 
broad and without specific contexts, but 
the idea remains. Any client, nowadays, 
would not come to you or advertise that 
it wants an IT firm to take care of its, 
say, logistics and inventory business. It 
would rather go to an established/cred- 
ible firm which can offer it an option to 
not only do it in the specific context, but 
also align the offering as per the busi- 
ness objectives. 

The business solutions and/or con- 
sulting so offered could follow a mix of 
the three, namely, outcome-based, 
structure-based, and engagement- 
based models. However, being a strate- 
gic management disciple, I would 
strongly suggest that there is no such 
thing called a tailored-to-fit model that 
a company can adopt for the best solu- 
tion. Even the theories that were so 
right earlier, are biting the dust nowa- 
days in the changed convergent busi- 
ness environments. 

Sample this: In the year 2003, the 
revenues of Indian vendors/companies 
collectively increased about 30%, as 
against around 5% among the US-based 
vendors! And, since the major interna- 
tional clients eventually wanting a low- 
cost, high quality service at some point of 
time, the case is rested. We have only 
‘UP’ to go, but clearly this is the time to 
consolidate as a group towards R&D and 
total integrated business consulting 
portfolio offerings. Margins would pro- 
vide dreams of greed, but perseverance 
now shall reap rewards. «^ 


Reference # 01M-2006-01-01-01 
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M BUSINESS ENVIRONMENT 


Internet Governance 


America's Hegemony Prevails 


The two-year old debate on who 
should control the internet has 
apparently come to an end as 
he nations agreed to leave 
unchanged the historic role of 
America in overseeing the 
operations of the Internet. 





rchitects of Internet would have 
never imagined the form their 
invention would take, when they 


first created Internet in 1969, as part of 
a US military research project. From a 
privately-owned network, Internet today 
is the world’s communication nervous 
system, an inexhaustible library, a su- 
per-efficient vehicle of commerce, and an 
engine of economic growth. Ever since it 
was created, the US government had the 
oversight of the Internet (that was, most 
of the times, benign). However, as the 
Internet's importance gained momen- 
tum, other countries began getting in- 
creasingly concerned about a single coun- 
try controlling the ‘global resource’ and 
wanted a shift towards a more interna- 
tional governance structure—which, the 
US has been arguing, would hobble the 
Internet. 
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Although, the issue of ‘Internet Gov- 
ernance’ has been simmering for quite a 
long time, the last two years witnessed a 
heated debate on the topic after a UN 
body released a report on the issue. The 
debate reached its peak when a few coun- 
tries like Brazil, China, and the EU 
threatened to withdraw their support to 
the present governance structure. Had 
that happened, Internet would have 
split into a number of regional, non-cohe- 
sive networks that would be of little use. 
With only a few days to go for the World 
Summit on Information Society (WSIS, 
where the issue was on the main agenda, 
was held on November 14-16, 2005) and 
the two sides so wide apart from each 
other, analysts feared that the future of 
Internet was in jeopardy. But fortu- 
nately, a consensus was achieved just 
before the commencement of the summit 
and the nations agreed to maintain the 
status quo. Further, it was agreed that 
an international forum would be created 
(probably, by the end of 2006) to discuss 
the matters related to the operations of 
the Internet and suggest ways to spread 
its usage. However, this forum would be 
devoid of any formal authority and its 
decisions will not be binding on ICANN 
(Internet Corporation for Assigned 
Names and Numbers), the present ad- 
ministrator of Internet. 


The real issue 

Within a short span of time, Internet has 
come to be an indispensable tool for com- 
munication and economic growth. And 
hence, it is not surprising to see countries 
squabble over having a say in running it. 
Although largely decentralized and thus 
uncontrollable, Internet requires some 
form of governance in order to work 
smoothly, and ICANN takes care of these 
issues, which are mainly technical. 
Among many other things, the US-based 
non-profit organization doles cut domain- 


names and routing numbers (which al- 
lows the computers identify each other on 
the Internet) that are considered to be 
very important resources—so important 
that the whole controversy is centered 
around them. Countries across the globe 
wanted sovereignty over their country- 
code domain names (for example, ‘fr’ for 
France and ‘jp’ for Japan). They strongly 
opposed America's unilateral control over 
Internet through ICANN. For instance, 
they fear that the US can kick any country 
off the net just by canceling its country 
code. Further, a prevailing fear among 
various governments is that the US may 
take advantage of the fact that ICANN is 
based in the US and may try to push the 
agenda in its favor. While the US has 
never done that so far, it cannot be guar- 
anteed that it will never do it in future. 
Many aspects of running the Internet 
have profound implications on trade, cul- 
ture, and democracy. Andy Oram, Editor 
at O'Reilly Media, a US-based publishing 
company, quotes an example, "The free 
speech attitude on the US favors letting 
people say anything they want. But this 
may not be the case in other countries." 
Countries wanted to protect their ‘cultural 
diversity by stopping access of unwanted 
material to their citizens. Hence, they 
want to have a say in running the Internet. 
While this viewpoint of non-American 
countries was quite understandable, 
America had a different perspective. It 
was dead against making any changes to 
the existing governance structure. It ar- 
gued that ‘internationalization’ of Internet 
would eventually lead to politicization and 
then balkanization of Internet, which 
would hinder its growth and innovation. 
According to the US, the present governing 
body, ICANN already had international 
representatives on its board and there was 
no need for another international govern- 
ing body. Although the ICANN worked 
under its auspices, the US had hardly in- 
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Business Environment 


tervened in its operations. According to the 
US officials, it is neither required nor ad- 
visable to replace a stable and reliable sys- 
tem that worked so well for all these years 
with a new, untested, unpredictable one. 
America’s simple argument was “if it ain't 
broke, why fix it?” 


Let’s call it a draw 

With the opposing groups as far away as 
the Earth and the Moon, the issue was 
feared to be overshadowing the main 
purpose of the WSIS in Tunis: How to 
bridge the digital divide between the rich 
and the poor nations. But America was 
able to convince the delegates that an- 
other governance model which is neither 
tested nor stable will be a hazard for the 
development of Internet. It would be bet- 
ter i£ ICANN be ailowed to operate 
without any government intervention. 
America's point carried some weight. A 
deal was struck at the eleventh-hour 
when delegates at the WSIS represent- 
ing 170 countries agreed to maintain the 
status quo leaving the role of the US un- 
changed in managing the Internet. The 
primary result of the ‘compromise’ was 
creating of an international forum to ad- 
vice the present regulating body (i.e., 
ICANN) on issues related to Internet 
governance and to let member countries 
have a say in its operations. Further, 
there will be no change in the governing 
structure of ICANN and the interna- 
tional forum will only act as an advisory 
body and, therefore, will not have any 
authority to make decisions. 

Countries interpreted the result of the 
Tunis talks in their own way. The US was 
happy because it will retain its historic role 
in the management of Internet as all the 
delegates accepted to leave the status quo 
unchanged. It was able to do this just by 
supporting an international forum which 
is a mere toothless talking shop. ICANN 
too was glad to find itself untouched. How- 
ever, for the EU and other countries that 
were against the US supremacy, the cre- 
aticn of an international forum suggests a 
dramatic change to the future role of the 
US in the matters of Internet governance. 
They view it as the first step towards nudg- 
ing the US's unilateral role in the manage- 
ment of Internet affairs. The US officials 
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accepted the idea of international partici- 
pation in overseeing the Internet by sign- 
ing a document at the summit. This, they 
believe, has provided a powerful momen- 


tum for change. 


Will anything change? 

Whatever may be the perceptions of the 
countries, the deal is definitely a matter 
of great relief for the users of Internet. 
They are happy to realize that their right 
to information and freedom of expression 
are very well intact. Internet-based com- 
panies like Google and Yahoo! lauded the 
decision because different laws in differ- 
ent countries will only make things diffi- 
cult for them. In such a situation, it is bet- 
ter, they felt to leave things as they are. 
Internet has developed to its present 
form without any government interven- 
tion. And, maybe, the most influencing 
inventions are yet to come. 

But, at the same time, analysts fear 
that the real fight may begin very soon. 
The creation of an international forum 
might end up just as another venue for the 
debate on Internet governance. This is 
because ICANN cannot handle all issues 
of the Internet. Several legitimate issues 
face the Internet like spam, virus, cyber 
crime, etc., which are beyond the control of 
ICANN (that has only to do with the tech- 
nical stuff). More intergovernmental over- 
seeing may be necessary to handle such 
issues. And this multi-lateral overseeing 
of Internet comes at a price. Governments 
intervention will not only stifle its future 
growth, but also restrain its present abil- 
ity as the most powerful medium of free 
expression. It would result in political 
squabbles, bureaucracy, slowdown in in- 
novations, favoring of powerful players, 
and also increase costs. 

In order to resolve this tricky situa- 
tion, governments have to cooperate with 
each other without simply fighting over 
gaining control. They have to study the 
technologies and social relationships 
that make up the Internet and should de- 
velop policies supporting it. They should 
adapt some existing legal concepts to the 
new environments, trying to preserve 
their meaning. Andy Oram says, "They 
[governments] must try to avoid choices of 
‘this solution’ versus ‘that solution’ and, 
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instead, encourage both solutions, giving 
people free choice.” The role of the interna- 
tional forum may be only advisory ini- 
tially, but if it proves its sagacity and 
value, then it may be handed over a more 
active role. The UN and WSIS have to 
play a vital role in achieving this. Andy 
Oram asserts this point when he says, 
“Increasing [Internet] access to all people 
in the world is a valuable goal that I be- 
lieve WSIS is very committed to.” He 
adds, “Doing so will push forward other 
UN tasks, such as human rights monitor- 
ing and the provision of health services.” 
While many issues related to other 
global resources are being resolved 
peacefully behind the scene, the issue of 
Internet governance has created a lot of 
commotion. The very term ‘Internet Gov- 
ernance’ is attributed different mean- 
ings. It is unfortunate that few commen- 
tators equate the term with a relatively 
minor functions performed by ICANN or 
simply a fight over controlling it. Much 
more important to the Internet are the 
availability of physical transmission me- 
dia (wired and wireless) and the design of 
the protocols (like TCP/IP and HTTP, 
which govern how the data is transmit- 
ted) that are used for communication. The 
application of content controls such as 
censorship, copyright enforcement and li- 
bel are critical governance issues. Na- 
tions and their citizens should wake up to 
this fact and extend their support to- 
wards creating an environment where in- 
novations can flourish.“ D Satish 


and Smitha Deshpande 
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Economic Pyramid 


Bullish on the Bottom 





Four billion plus people lie untapped 
at the bottom of the pyramid. That is a 
billion dollar market. 


“More than 4 billion people live at the 
Bottom of the Pyramid (BOP) on less 
than $2 per day", writes C K Prahalad, 
the renowned management guru, in his 
best-selling book, The Fortune at the Bot- 
tom of the Pyramid. It could have been 
music to the ears of entrepreneurs 
around the globe. Unfortunately, it has 
not been so as the world's poorest con- 
sumers yet remain ignored by business 
organizations. However, all this might 
change soon as firms like P&G and 
Unilever—two of the world's largest con- 
sumer-product companies—turn their 
attention to those lying at the bottom of 
the economic pyramid. These consumers 
represent a latent market’ for goods and 
services, says Prahalad. Then the ques- 
tion is what has so far prevented compa- 
nies from tapping this huge opportunity 
for value creation? One obvious answer 
to this could be the way each one of the 
groups that is focusing on poverty alle- 
viation—the World Bank, rich countries 
providing aid, charitable organizations, 
national governments, and the private 


sector—is conditioned by its own domi- 
nant logic, suggests Prahalad. He adds 
that these assumptions dictate deci- 
sions. Yet, the opportunities are huge at 
the BOP. For instance, China, a $5 tn 
market in PPP (Purchasing Power Par- 
ity) terms is next only to the United 
States. India, with a population of 1 bil- 
lion plus people is another trillion dollar 
market ($3 tn). In fact, if one takes nine 
countries — China, India, Brazil, Mexico, 
Russia, Indonesia, Turkey, South Africa, 
and Thailand— collectively they are 
home to about 3 billion people and repre- 
sent 7046 of the developing world popula- 
tion, with a GDP of $12.5 tn, which repre- 
sents 9046 of the developing world. This 
is larger than the GDP of Japan, Ger- 
many, France, UK, and Italy combined. 
This is not a market to be ignored, surely. 


Why is it alluring? 

In their path-breaking article, “The For- 
tune at the Bottom of the Pyramid”, Pro- 
fessors C K Prahalad, University of 
Michigan Business School, and Stuart 
Hart, Cornell University’s Johnson 
School of Management, argued that it is 
the 4 billion plus poorest people lying at 
the bottom of the economic pyramid that 
present huge growth opportunities to 
companies, globally. The article cap- 
tured the distribution of wealth and the 
capacity to generate incomes in the 
world in the form of an economic pyra- 
mid. They found that majority of the 
world’s population—more than 4 billion 
—belonged to the lowest level or the bot- 
tom of the pyramid with purchasing 
power less than $1,500. 

A further probe into figures excites 
even more. For instance, consider the 
purchasing power in developing coun- 
tries where majority of the BOP consum- 
ers exist. India is worth about $3 tn, 
making it the fourth largest economy in 
the world in terms of PPP; China, 


another major BOP market is worth $5 
tn. The huge population of India and 
China is also a significant factor—only 
5-10% of the population of China or In- 
dia can represent a new market of 50- 
100 million each. With an estimated 4 
billion BOP members globally, esti- 
mated to grow to 6 billion in the next 40 
years, Prahalad says that BOP is “The 
biggest potential market opportunity in 
the history of commerce.” Combined 
GDPs of nine developing nations is 
larger, in purchasing power parity, than 
the combined GDPs of Japan, Germany, 
France, the UK and Italy. Further, al- 
though the purchasing power of the BOP 
consumers is low (less than $1,500) com- 
pared to the topmost strata of the pyra- 
mid (greater than $20,000), tailor-made 
products with a focus on reducing manu- 
facturing costs will do the trick. Another 
change that is being noticed is that, as 
statistics reveal, the poor are now spend- 
ing much more on products that were 
once considered to be luxuries. For in- 
stance, in Dharavi— Asia’s largest slum 
on the outskirts of Mumbai, 85% people 
own a television set, 75% own a pressure 
cooker and blender, 56% own a gas stove, 
and 21% have telephone connections. 

A few companies are beginning to no- 
tice it. For example, Aviva Life Insur- 
ance, a joint venture between India’s 
Dabur and the UK’s Commercial Gen- 
eral Union, has entered into an alliance 
with BASIX, a Hyderabad-based 
microfinance institution, promoted by 
the International Finance Corporation, 
Washington, Shore Bank, and ICICI 
Bank, among others. Aviva aims to tar- 
get 1 million microinsurance lives by 
2008, and is also working towards a 
model that makes distribution of prod- 
ucts to the rural and poor people a sus- 
tainable business. The company’s alli- 
ance with BASIX has successfully re- 
sulted in the launch of several new prod- 
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How do you view the current trend of companies across 

industries targeting the consumer at the Bottom of the 

Pyramid? What are the factors driving this trend? 

Indian population is predominantly rural (nearly 70.1% of 

Indian population is rural (village-based) as per last Census 

figures). The Purchasing Power Parity (PPP) of an individual 

in rural household, on an average, is less compared to urban 

households and hence, would only use a product if it's 

* Economical/Cheap/Affordable 

e Delivers Perceptible value 

Industries are targeting BOP consumers specifically be- 

cause of immense market potential available and it's also a 

right move because, 

¢ itwould enable companies to target high volumes (at less price), which, 
in a long-term, will enable them to gamer sufficient margins; 

e jtincreases the number of the first time and repeat users and hence, 
increases the market size; 

e Increased consumer loyalty available at the BOP layer. 


According to you, what role does the corporate sector play in eradicat- 
ing poverty? Why is there so much stress on the role the corporate 
sector can play in eradicating poverty? 

e Corporate sector can play a role of a facilitator, implementer, and, also to 
some extent. contributor in eradicating poverty. 

* The govemment can frame policies and implement it, but the success 
cf the implementation depends on the reach. Corporate sector does 
have a greater reach and voice and also can help in providing employ- 
ment to carry out business, which becomes a win-win situation for all. 
Moreover, corporate players are equipped with planned organization 
structures, procedures, and policies that can help in effectively imple- 
menting programs designed by government to address poverty allevia- 
tion issues. It would also address the corruption issue to a fair extent. 


What is the strategy adoptec by CavinKare to serve the BOP con- 
sumer? 

CavinKare wants to offer a BOP consumer a product that is 

* Of good quality 











T sector can play a role of a facilitator, implementer, and, also to some extent, contributor in eradicating 


~— € K Ranganathan 
Managing Director, CavinKare 


* Affordable 

e Value for money 

The strategy of CavinKare may appear like a generic strategy 
of Price Differentiation but its not. | would put the strategy 
more like a Market Value Process strategy (best quality, 
value for a given price). 


Do you think eradicating poverty while simultaneously 
making profits is realistic and achievable? 

It's very much possible if schemes are properly designed 
and implemented without giving room to corruption. 


What are the challenges that CavinKare faces in target- 
ing and creating products for the BOP consumer? 
Delivering a fairly good quality product at a very low and competitive price is 
a very difficult task particularly if both MNCs and home-grown companies 
are in the same field. The typical challenges are, 

* Understanding the need of consumers and developing a product that 
satisfies their need and at the same time generate retums on investment 
for the company, i.e., a win-win situation for all, is a very challenging 
task; 

* Keeping cost of operations low; 

e Keeping inventory under control; 

*  Trade-off between investing on mass promotion vis-à-vis incremental 
benefit on revenues, i.e., Rol in simple terms; 


Any other comments? 

The fundamental assumption that targeting BOP consumer would eradi- 
cate poverty is a wrong one. The reason is, most of the industries like 
budget airlines, FMCG, Automobiles, and Budget PCs, are targeting the 
middle-class (Middle-Middle, Lower-Middle class) who are not consum- 
ing the goods/services because they can't afford them now, just for the 
reason that they are saving (though little) which in economic terms is 
postponed investment. 

The actual poor people (average household income of less than 
Rs. 10,000 per annum) anyway won't be using many of the above 
goods/services. 

So, the above assumption or initial question itself is a highly debatable one. 


ucts and models like low-cost group in- 
surance. BASIX is the first microfinance 
institution in India, and perhaps also in 
the world to attract commercial equity 
investments. Vijay Mahajan, the CEO of 
BASIX says, “This market is much dif- 
ferent from other segments. For in- 
stance, the products are customized to 
the extent that people can get insurance 
products/claims processed without pro- 
ducing birth or death certificates. Nearly 
15% of our member base would not have 
birth proof as required by insurance com- 
panies. These are such operational is- 
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sues that we have addressed in our effort 
to produce tailor-made products." 

In fact, today, it is not only consumer 
goods manufacturers, who are keen on 
tapping this opportunity. Air travel is 
another business where new breed of car- 
riers— no-frills or low-cost — are showing 
their intent to cater to BOP consumers. 
Air Deccan, India's first no-frills airline, 
has already identified BOP as a poten- 
tial market. Air travel would have re- 
mained a distant dream for millions of 
the poor, had Air Deccan not introduced 
its Re. 1 tickets. The airline allots 1,000 


seats every month for their Bangalore- 
Mumbai and Bangalore-Delhi route for 
Re. 1 and tickets are available on a first- 
come-first-serve basis. Air Deccan also 
offers four-five seats on all its flights for 
Rs. 500; so far it has sold over 151,987 
Rs. 500 tickets. Other low-cost carriers 
are now following its footsteps. For in- 
stance, SpiceJet offers some of its tickets 
in denominations such as Rs. 99, 
Rs. 149, Rs. 549, Rs. 699, Rs. 899, and 
Rs. 999 on all its flights. “Budget air- 
lines are here to stay, competing more 
with railways than full-service airlines", 


Good News for Students of Management 
(Specially B.B.A. & M.B.A) 


Investment Management 
by famous author V.K. Bhalla is now available. 
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Code : 07418 Price : 200.00 
Focusing on both individual securities and portfolios, 
the Fundamentals of Investment Management 
explains how to implement investment goals in the light 
of risk-return tradeoffs. The volume describes the 
techniques, vehicles and strategies for planning, 
implementing and monitoring the optimal allocation of 
funds of an investor(s) or institution(s) in the changing 
investnent environment. The key to successful 
investing is to know what level of future financial 
performance is embedded in today's stock price and to 
be able to revise one's expectations. What's going on 
today is not as important as what will happen in future, 
investor must constantly peer into an uncertain future 
and anticipate change. Although written specifically for 
investment practitioners, students and other groups 
such as individual investors and investment companies, 
this book will enable them to have more informed 
discussion with their investment managers since they 
will be exposed to a broader view of the investment 
environment, alternative forms of investment, security 
analysis, the process of constructing a portfolio and the 
various fascinating financial innovations as well as 
detailed discussion of issues they face everyday. 


R.S.N. Pillai, Bagavathi & S. Uma 
4 Vol- I 
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Code : 07416 
Price : 300.00 
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ACCOUNTING | 


This thoroughly revised, enlarged and updated 
edition of Advanced Accounting Vol- I has been 
rewritten with the aim of introducing the subject 
with clarity and precision and to enable the students, 
beginners as well as advanced learners to learn and 
understand the accounting problems without much 
difficulty. The presentation of the subject has been 
done in a simple language and in the most 
systematic manner. Each and every point has been 
explained at length. This book will be immensely 
helpful and useful to the students of B.Com, 
M.Com, BBA, CA, ICWA, CAIIB, MBA & CS etc. 
There are 384 worked out illustrations, 150 
theoretical questions and 620 practical problems 
with answers. 


This third, revised and enlarged edition of 
Advanced Accounting Vol- II will help the students, 
beginners as well as advanced students to learn and 
understand the accounting problems without much 
difficulty. The concepts have been elaborately 
explained step by step with minute details and 
suitable illustrations at the appropriate places. The 
book covers topics for all the students of accounting, 


| from beginners to professional practitioners. The 


- | selfteaching style of this book will be very helpful to 


Code : 07417 
Price : 300.00 


the beginners and private students. Latest 
illustrations have been inserted replacing all the 
outdated illustrations. There are 380 worked out 
illustrations, 103 theoretical questions and 303 
practical problems along with answers. 


S. CHAND & COMPANY LTD. 


7361, Ram Nagar, Qutab Road, New Delhi-110055 Phone: 23672080-81-82, Fax: 91-11-23677446 


S. CHAND 


Shop at: http://www.schandgroup.com; E-Mail: schand@vsnli.com 


Our Network : Ahmedabad Ph: 27541965, 27542369, Bangalore Ph: 080-22268048, 22354008, Bhopal Ph: 5274723, Chandigarh Ph: 0172-2749376, 2749377, Chennai 
Ph: 28460026, Cuttack Ph: 2332580-81, Dehradun Ph: 2740889, 274086, Guwahati Ph: 0361-2514155 , Hyderabad Ph: 040-24744815, 24651135, Jaipur Ph: 2709153, 
Jalandhar Ph: 0181-2401630, Kochi Ph: 0484-2381740, Kolkata Ph: 033-22367459, Lucknow Ph: 0522-2626801, 2284815, Mumbai Ph: 022-22690881, 22610885, Nagpur 


Ph: 2723901, Patna Ph: 2300489, 2302100 
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e-Choupal - A Bird's Eye View 


Milestones 

Commencement of the initiative: 2000 
States covered: 7 

Villages covered: 31,000 

e-Choupal installations: 5,372 
Empowered e-farmers: 3.5 million 


Agenda for the next decade 


e States to be covered: 15 

e Villages to be covered: 1,00,000 

e  e-Choupals to be installed: 20,000 

* Farmers to be e-empowered: 10 million 


Source: [TC 


avers Captain Gopinath, Managing Di- 
rector, Air Deccan. 

However, not all the companies 
which want to tap into BOP markets are 
doing it out of choice. In industries like 
consumer non-durables, global biggies 
like P&G and Unilever are not only 
struggling hard to grow in developed but 
saturated markets like the US and the 
UK, they also face increased cost pres- 
sure from retailers while facing rising in- 
put costs on the other hand. All this has 
meant that big firms need to find new 
revenue sources to offset price and cost 
pressures in the sluggish mature mar- 
kets, suggests Wall Street Journal. Back 
home, PSU Banks, which are fighting in- 
tense competition from foreign and new 
generation private sector banks, are now 
advised by the government to look at the 
BOP segment to fend off competition. 
Recently, P Chidambaram, India's Fi- 
nance Minister urged the public-sector 
banks to launch no-frills accounts with 
very low minimum balance conditions so 
as to serve the BOP consumers and 
hence, bring them intc the banking net. 
The opening and minimum balance con- 
ditions (Rs. 1,000-5,000 for opening a 
new savings account) required by the 
banks are currently a hurdle for the BOP 
consumers to avail of banking services. 
The new initiative would also see the 
launch of general credit cards with softer 
limits with an aim to help the majority of 
the population gain access to timely and 
adequate credit. Just like Kisan credit 
cards which are available te 55% of rural 
India engaged in agriculture, general 
credit cards will be available to both ur- 
ban and rural population. These services 
would certainly bring about a huge retail 
banking revolution and would make fi- 
nancial services more accessible to the 
BOP consumers. 


14 y Chartered Financial Analyst g January 2006 


A common assumption about the BOP 
consumers is that they are disconnected 
or lack information networks. Not any- 
more. In India, the mobile handset mar- 
ket is growing at a rate of 1.5 million per 
month, and there are already more than 
45 million cell phone users in the coun- 
try. “Currently, the approximate number 
of handsets sold per day is in the region 
of 40,000-60,000 and about 16-18 mil- 
lion per year”, says Pankaj Mohindroo, 
President of Indian Cellular Associa- 
tion. Brazil, another developing country, 
already has 35-40 million handsets. 
China, by the end of 2003, had an in- 
stalled base of 250 million cell phones. 
In fact, telecommunications and wire- 
less technology has already made the im- 
possible possible. The availability of 
Grameen phones, e-mail checking facili- 
ties at village post-offices, Internet cafes 
in abundance at very low prices per hour 
ete., have made the connectivity much 
faster even among the global BOP cus- 
tomers. Reliance was the first in the 
telecom sector in India to target the mass 
market. Others followed suit and now the 
situation is such that landlines and mo- 


The Economie Pyramid 


A billion dollar opportunity 













Source: CK Prahalad and SL Hart, “The Fortune at the Bottom of the 
Pyramid”, Strategy and Business, Issue 26, 2002 








biles are now found even in the lowest 
rung of the society. Prepaid cards for mo- 
bile phone users have made life all the 
more easier for the common man. Some 
providers are now offering a recharge cost- 
ing as low as Rs. 10, which is indeed a 
relief for the poor. People can now reach 
out to the world around them quickly and 
at economical prices, be it some informa- 
tion about the prices of seeds in the mar- 
ket, or contacting a firm from whom they 
wish to buy goods or services; communica- 
tion has become much easier and afford- 
able now for BOP consumers. 
e-Choupal, introduced by India’s 
leading consumer-product company, 
ITC, is another example of increased 
connectivity and adoption of technology 
by the BOP consumers. By introducing 
e-Choupal, ITC helped farmers know 
commodity prices prevailing not only in 
the local auction houses, but also at Chi- 
cago Board of Trade. This type of connec- 
tivity also makes the BOP consumers 
well aware of what is currently happen- 
ing in the market and also empowers 
them. This underlines an important 
point that it is necessary that companies 
actively involve and engage the BOP con- 
sumer. “As BOP consumers get an op- 
portunity to participate in and benefit 
from the choices of products and services 
made available through market mecha- 
nisms, the accompanying social and eco- 
nomic transformation can be very rapid”, 
Prahalad emphasizes in his book. 


However, there are some major chal- 
lenges before companies aiming to target 
BOP consumers. The first and foremost 
challenge is to create quality products 
that are affordable to such consumers. 
The price-conscious BOP consumers pose 
a challenge to companies to develop 
‘aspirational’ products at economical 
prices. To achieve this, it is imperative 
that companies must cut down on manu- 
facturing and distribution costs so as to 
improve their cost-efficiencies. Another 
major challenge is related to process inno- 
vation. While it is important what a com- 
pany delivers, it is also important as to 
how it delivers. For example, single-serve 
packaging—be it shampoo, toothpaste, 





Economic Pyramid 





ketchup or skin cream—is a big hit in the 
BOP markets. It is but obvious consider- 
ing the inconsistent resources of income 
for the BOP residents. While the resi- 
dents of developed markets or the rich 
would prefer to buy large packs to avoid 
frequent visits to the mall, the poor can- 
not do that as most of them subsist on 
daily wages and have irregular income 
streams. CavinKare is initiating perhaps 
yet another revolution, this time with its 
first home-care product— Tex, a liquid 
toilet cleaner. The company announced 
that it is once again targeting the BOP 
market with its new product Tex. The 
BOP strategy that the firm has adopted 
is 20 ml sachets of the product priced at 
Rs. 2 each. The cleaner would also be 
available in 100 ml and 500 ml bottles. 
CavinKare also plans to have a wider dis- 
tribution network through small retail- 
ers. Currently, no other company in the 
market provides the product in sachets 
and thus it would be another break- 
through for CavinKare in targeting the 
BOP market. HLL’s Lifebuoy story is an- 
other classic example of serving the BOP 
consumer while simultaneously creating 
huge business out of it. HLL’s Lifebuoy 
was created by The Lever Brothers Com- 
pany in 1894 and positioned it as a soap 
associated with the tag of ‘healthy clean’. 
The brand was marketed to the Indian 
male within the age group of 18-45 and 
with a monthly income of Rs. 2,000. It be- 
came a huge hit with sales exceeding 
100,000 tons and 70% of the brand’s vol- 
ume was coming from rural areas. Gradu- 
ally, the brand became synonymous with 
good health and was preferred by the 
whole family. By the early 1990s, 
Lifebuoy became the largest selling soap 
in India. HLL demonstrated how soap 
usage could eradicate health problems 
like Diarrhea, which is one of the most 
prevalent diseases in India. However, the 
brand had to face stiff competition from 
the beauty bar segment, which was in- 
creasingly preferred by the younger gen- 
eration and women. The company re- 
worked upon the brand’s mission and le- 
veraged upon its image of ‘healthy clean’ 
most appropriately. It positioned the 
soap as a family soap catering to the 
needs of the whole family, rather than 





Empowerment through e-Choupal 





* e-Choupal costs between $3,000 and $6,000 to set up and about $100 per year to maintain. 

* Using the system costs farmers nothing, but the host farmer, called a sanchalak, incurs some 
operating costs and is obligated by a public oath to serve the entire community. 

* Farmers selling directly to ITC through an e-Choupal typically receive a higher price for their crops than 
what they would receive through the mandi system, on an average about 2.5% higher (about $6 per 
ton). The total benefit to farmers includes lower prices for inputs and other goods, higher yields, and 


a sense of empowerment. 


* The sanchalak benefits from increased prestige and a commission paid to him for all e-Choupal 


transactions. 


* The farmers can use the computer to access daily closing prices on local mandis, as well as to track 
global price trends or find information about new farming techniques—either directly or, because 


many farmers are illiterate, via the sanchalak. 


* ITC benefits from net procurement costs that are about 2.5% lower (it saves the commission fee and 
part of the transport costs it would otherwise pay to traders who serve as its buying agents at the 
mandi) and it has more direct control over the quality of what it buys. 


Source: www.digitaldividend.org 


just the males. All these vindicate 
Prahalad’s assertion that enabling 
people to buy by accessing markets cre- 
atively and designing affordable products 
for them breaks the long-held assump- 
tion that BOP markets are not viable. 

However, what companies lack is ‘na- 
tive capability —the ability to build 
trust and relationships needed to truly 
understand what is really needed and 
desired —observes Hart. He avers that 
companies need to be more empathic 
and should try to understand the needs 
of the BOP customers, which will be 
different from the needs of the customers 
that they have been hitherto serving. 
And for this, they need to form a network 
with the local communities and the 
NGOs who are better aware of the needs 
of the BOP consumers. Ted London, Di- 
rector of a group called Base of the Pyra- 
mid Learning Laboratory, which works 
to understand how best to meet the 
needs of low-income consumers, was 
quoted by WSJ saying that it's impor- 
tant that companies understand the lo- 
cal context and connect with local play- 
ers. "Products have to be developed with 
them", he emphasizes. 

Distribution in the rural areas is an- 
other impediment that companies face 
while targeting the BOP markets. While 
traditional distribution methods work in 
urban areas, the same approach cannot 
be followed in rural areas. HLL realized 
this and formed networks with village 


women who helped in distributing their 
products in areas where their regular 
dealers and suppliers could not access. 


Taking the plunge 
While it is important that corporates 
should make profits, after all they are not 
into business just for social service, it 
would be much wise on their part to give 
up the lust for the premium tag. With a 
little conscious effort from their side, they 
could well change the way todays BOP 
consumers live. They can bridge the in- 
equality gap between the rich and the 
poor. By targeting the BOP consumers, 
companies can and are changing the land- 
scape of humanity on earth. The BOP con- 
sumers have proven that they are a sig- 
nificant market and have the will and re- 
sources (though less when compared to 
the developed world) to buy the products 
and services. Now, what is required of the 
corporates is innovation and willingness 
to serve the BOP markets to gradually 
eradicate poverty through profits. The 
process may not be easy, but is worth the 
effort for an eventual economic and social 
transformation. To conclude, as Prahalad 
predicts in The Fortune at the Bottom of the 
Pyramid, *By its very nature, success in 
BOP markets will break existing para- 
digms." Are companies ready? «^ 
Amit Singh Sisodiya 
and Feroz Zaheer 
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Bottom of the Pyramid 


Prospects and Challenges 





Succeeding in the BOP requires 


disruptive — innovation—new, 
cleaner technologies, employment- 
intensive business models, novel 
partnerships with local players on 
the cround—as it holds the 
potential to incubate the industries 
of tomorrow. 


— Stuart Hart 

S C Johnson Chair of Sustainable Global 
Enterprise and Professor of 
Management at Cornell University’s 
Johnson School of Management 


For wealth creation 

The concept of the Bottom of the Pyra- 
mid (BOP) is one of the most impor- 
tant developments in modern history. 
It could represent a turning point for 
the world. When C K Prahalad and I 
wrote the first draft of our article “The 
Fortune at the Bottom of the Pyramid” 
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in the late-1990s, we could have never 
predicted the rapid uptake of this idea 
by the companies. Two factors are 
driving this trend—one ‘carrot’ and one 
‘stick’. The carrot factor has to do with 
the growth potential represented by 
the BOP. As top-of-the-pyramid mar- 
kets become increasingly saturated, 
most companies are turning to the 
emerging markets in the developing 
world for growth in the coming de- 
cades; the BOP is, after all, where bet- 
ter than two-thirds of humanity lives! 
The stick factor has to do with the ris- 
ing tide of anti-globalization senti- 
ment around the world. If environ- 
mental degradation and inequity con- 
tinue to grow in the coming decades, 
the prospects for global capitalism be- 
come increasingly bleak. Environmen- 
tal meltdown, social strife, and politi- 
cal chaos are not conducive to interna- 
tional commerce. The challenge for 
companies is to figure out how to bring 
the entire human community into the 
capitalist dream in a way that re- 
spects and restores the planet. The 
‘aid regime’ that has dominated the 
past half-century has clearly not 
worked. It is time to get on with the 
next great experiment in sustainable 
development: Private-sector led 
growth and wealth creation from the 
bottom (or base) of the pyramid. 


Role of corporate sector 

As I argue in my new book, Capitalism 
at the Crossroads, BOP business must 
be seen much more than as simply 
selling to the poor. If the private sector 
is to foment a truly sustainable form of 
development, then it must, through its 
strategy and business model, remove 
constraints, build capacity, and gener- 
ate income among the poor. BOP busi- 
ness must also help us leapfrog to the 


inherently clean and sustainable tech- 
nologies of tomorrow. The corporate 
sector is crucial because it has the in- 
vestment capital, technological capac- 
ity, global presence, and ‘clout’ to make 
things happen. Large corporations can 
serve to catalyze the creation of the 
ecosystem of local partners needed to 
create sustainable BOP businesses. 
Through both technological and busi- 
ness model innovation, the corporate 
sector can indeed contribute to the al- 
leviation of poverty. BOP business is 
about a more inclusive form of capital- 
ism—one that creates opportunity and 
hope on a massive scale. 


BOP - The growth engine 
Succeeding in the BOP requires dis- 
ruptive innovation — new, cleaner tech- 
nologies, employment-intensive busi- 
ness models, novel partnerships with 
local players on the ground—as it 
holds the potential to incubate the in- 
dustries of tomorrow. From the dis- 
tributed generation of renewable en- 
ergy, to wireless IT, to new materials, 
to sustainable agriculture, innovation 
from the BOP holds the potential to 
create trillions of dollars of products, 
services, and technologies that 
scarcely exist today. Today, we are 
witnessing the birth of the next gen- 
eration of multinational corporations. 
Many of these are being incubated in 
the developing markets of India, 
China, Africa, and Latin America. In- 
cumbent multinationals ignore this 
trend at their peril. Twenty years from 
now, the Fortune 500 will be populated 
by companies that we don't even know 
about today. Most of them will have 
gotten their start in the BOP. 

Making profits by simultaneously 
eradicating poverty is the only conceiv- 
able way to move forward in a sustain- 
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Assumption Implication 


The poor are not our target customers; they 
cannot afford our products or services. 


The poor do not have use of products sold in 
developed countries. 


Only developed countries appreciate and pay 
for technological innovations. 


The BOP market is not critical for long-term 
growth and vitality of MNCs. 


Intellectual excitement is in developed markets; 
it is very hard to recruit managers for BOP 
markets. 





Our cost structure is a given; with our cost 
structure, we cannot serve the BOP market. 


We are committed to a form over functionality. 
The poor might need sanitation, but can't 
afford detergents in formats we offer. Therefore, 
there is no market in the BOP 


The BOP does not need advanced technology 
solutions; they will not pay for them. Therefore, 
the BOP cannot be a source of innovations. 

BOP markets are at best an attractive distraction. 


We cannot assign our best people to work on 
market development in BOP markets. 


Source: CK Prahalad anc SL Hart, “The Fortune atthe Bottom of the Pyramid”, Strategy and Business, 


Issue 26, 2002 


able fashion. Properly conceived, 
profit is the ‘jet fuel’ of sustainable de- 
velopment. Unless you make money, 
it is very difficult to scale, expand, or 
grow. Many well-intentioned NGOs 
have succeeded in creating self-suffi- 
cient local models, but are not able—or 
inclined—to take them to scale. In the 
next 20 years, we need sustainable 
growth and wealth creation on a mas- 
sive scale. Only profit-making enter- 
prises hold the potential to make this 
happen. 


Challenges 
I believe the biggest challenge that in- 


cumbent companies face—particu- 


Get headhunted by 
the top employers. 


Post your resume for FREE and 
get noticed by India’s top employers. 
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larly those from the US, Europe, or Ja- 
pan—is one of unlearning. The natu- 
ral tendency of such corporations is to 
make incremental adjustments to cur- 
rent products and business models in 
an effort to reach down to the next in- 
come tier. While there is nothing 
wrong with this approach, it will never 
succeed in truly reaching the base of 
the economic pyramid. To truly reach 
the BOP, companies must set aside 
much of what they know and admit ig- 
norance. They must humbly pursue a 
strategy of partnership and co-cre- 
ation with local communities, NGOs, 
and companies who truly are embed- 
ded in the local context. In short, large 
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companies must acquire what I call 
‘native capability'—the ability 
to build trust and relationships 
needed to truly understand what is re- 
ally needed and desired. This requires 
deep and empathic listening. Accord- 
ingly, we have been developing a new 
business process called the ‘BOP Pro- 
tocol’ for the past couple of years. If 
you are interested in learning more 
about this process, I would urge you to 
visit our website at www.bop- 
protocol.org. 

Over the past five years, we have de- 
veloped a consortium called the BOP 
Learning Laboratory. This is a group of 
companies, NGOs, entrepreneurs, and 
academics all interested in figuring out 
how best to serve the BOP space in a 
way that is culturally appropriate, en- 
vironmentally sustainable, and 
profitable. In the US, we now have 
nearly a dozen large corporate mem- 
bers, plus many other smaller entrepre- 
neurial ventures, NGOs, and academ- 
ics involved. You can visit our website 
at www.johnson.cornell.edu under the 
Center for Sustainable Global Enter- 
prise. Recently, we have been seeking 
to catalyze the creation of BOP Learn- 
ing Labs with partner institutions 
around the world. We are in the early 
stages of developing such a BOP 
Learning Lab in India and would be 
delighted to hear from companies, 
NGOs, or business schools interested 
in collaborating. ^ 
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Energy Security for India 
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It is necessary to evolve long- and 
short-term energy security 
measures, so that the nation’s 
progress, growth, and welfare are 
fully protected. 


— § Padmanabhan 
Power Consultant 


nergy security does not merely 

mean maintaining a storage of 

energy resources to meet the 
country's needs on a long-term basis, 
without disruption in the event of unfore- 
seen situations in India and abroad. It 
neither means that we protect our re- 
source generation centers adequately. 
Energy security means a long-term, sus- 
tainable development to maintain en- 
ergy resources to meet the needs of the 
next 10 generations, if not more. It 
means that we would outlive all other 
societies and lead the world in the next 
several hundred years. Energy security 
also means that we preserve our natural 
resources for the future. 

Energy has two components: (1) Elec- 
trical energy (2) Fossil fuels such as pe- 
troleum and coal. These have become 
critical inputs in our daily life. It looks as 
ifthat our lives are run only on these two 
resources —one depending on the other— 
and these resources are fast depleting to 
such an extent that we may not have any 
fuel that could fire our power plants, 
cars, public transport, trains, planes as 
well as our kitchens, left in the next 5 to 
10 decades. International and domestic 
politico-economic situations are so 
dynamic that they could harm the avail- 
ability of these resources on a continuous 
basis even in the short-term. Therefore, 
it becomes necessary to evolve long- and 


Approaches 


short-term security measures, so that 
the nation's progress, growth, and wel- 
fare are fully protected. 

We need to see what these steps are. 
Let us look at the power sector first. The 
power sector is in a serious identity crisis 
and we expect that the government 
would give clear, long-term growth plans 
for this sector. Some of our expectations 
are listed below: 

1. The state governments should have 
divested the Electricity Boards (EBs) of 
all regulatory functions and should have 
initiated the reform process by segregat- 
ing the transmission, distribution, and 
generation functions of the Boards. The 
regulatory functions should have been 
fully transferred to the Energy Regula- 
tory Commissions (ERCs). The EBs con- 
tinue to be drained of resources, which 
otherwise should have been borne by the 
state governments through their bud- 
gets. Key issues such as open access can 
be made available, only if the regulatory 
control is passed on to the ERCs. While 
it is essential that the reforms need a 
safety net—in this case the excess em- 
ployees of the State Electricity Boards 
(SEBs) have to be provided with a safety 
net before being retrenched—it is also 
essential that the regulatory functions of 
the electricity sector is handed over to 
ERCS as quickly as possible so that the 
EBs are free from political manipula- 
tions and are made to function effi- 
ciently. 

2. The sector has to be made investor- 
friendly. International and domestic in- 
vestors are wary of investing in this sec- 
tor as several states have defaulted in 
their commitments to honor Power Pur- 
chase Agreements (PPAs). Dabhol 
project is a glaring example of this de- 
fault, both by the center and the state. 
There are a few more mini-Dabhols in 
Gujarat, Tamilnadu, Karnataka, and 


Kerala. These are Independent Power 
Producers (IPPs) based on liquid fuels 
like Naphtha, fuel oil, and diesel. Having 
signed these PPAs, states have to meet 
their contractual commitments of meet- 
ing the fixed charge, than running them 
on regular basis and defaulting on pay- 
ment commitments. It may even be eco- 
nomical to abandon these projects by 
paying off the debt and project promot- 
ers, as every PPA has a mechanism de- 
fined for abandonment. New invest- 
ments would flow into this sector only if 
the government conclusively establishes 
and proves that the contractual obliga- 
tions will be met on time. Even NTPC 
would not be inclined to invest in new 
projects without these commitments be- 
ing met on time. The intentions have to 
be clearly established. 

3. Theneed for a national fuel policy has 
assumed serious significance in the light 
of accelerating prices of crude and im- 
ported coal. Crude has already crossed 
$60 a barrel and the market expectation 
is that it would cross $100 in the next 
two years. This is doomsday for develop- 
ing countries, and India is no exception. 
While we have to live with this fuel price 
hike by controlling the consumption of 
petrol and diesel, and subsidizing kero- 
sene as well as running public transport 
systems efficiently, we should not be in- 
vesting too heavily in petro-specific 
projects. LNG terminals, LNG-based 
power plants, liquid fuel projects, etc., 
are to be slowed down with immediate 
effect, and we need to look at alternate 
fuels. The country has to move away from 
the crude-specific power generation 
model. 

4. Developing nuclear projects could be 
a long-term alternative. Nuclear power 
plants have been fairly safe over the last 
50 years, and, with more stringent safety 
norms, nuclear fuel could be a good alter- 
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native. Accelerating gas exploration 
within the country and developing a very 
harmonious relationship with 
Bangladesh and Myanmar to seek their 
gas resources in return for our developing 
their power infrastructure as well as in- 
viting them to share the prosperity in the 
water resources by extending the river- 
linking projects into Bangladesh, are our 
medium-term needs. 

Domestic coal could be a major 
source of fuel for the power projects. A lot 
more investments in the mining and 
cleaning of domestic coal are also a high 
priority. A detailed analysis of the prices 
of imported coal indicates that while ba- 
sic coal prices have been more or less 
stable, the reason for the steep hike in 
imported coal is due to high transporting 
cost. Shipping charges, which were $9-10 
per tonne a few years back, peaked at 
$50 per tonne. Good grade coal has risen 
steeply from $32 to $70 a tonne in the 
recent months. If government feels that 
there is a greater need to invest in public- 
sector projects, one could seriously look 
at building our own coal-carrier fleet to 
bring coal into India from Australia and 
Indonesia. A domestic shipping fleet 
dedicated to carry our own cargo will in- 
sulate us from the international price 
pressures in the case of coal, oil, and 
other bulk commodities. 

Time has come to realize that it is 
cheaper to transport and transmit elec- 
tricity to far flung areas, instead of carry- 
ing coal and setting up power plants in 
faraway, dispersed locations. The first 
issue that the fuel policy should address 
is to direct the growth of pithead plants, 
and prohibit any generating stations 
away from the pitheads. 

4. Tapping hydel resources is another 
urgent need. The Northeast has vast po- 
tential—almost up to 50,000 MW of 
hydel resources. While tapping this 
through private resources may be a good 
economic alternative, dedicating this 
cheap source of power exclusively to the 
rural requirements of energy may be a 
national priority. This would naturally 
mean that public investments have to go 
into hydroelectric projects in a big way. 
This can also be done through offering 
tax benefits to investors, international 


and domestic, to encourage them to in- 
vest in these projects. The rural markets 
are not looking for freebies as they know 
that freebies come with low quality 
power; they are willing to pay a price for 
continuous, good quality power. It is es- 
sential that we provide them this power 
at a low-cost so that agriculture becomes 
a more profitable industry so as to at- 
tract more labor. This will prevent large 
scale migration from rural areas to ur- 
ban centers. 

5. Encouraging biofuel is another prior- 
ity. Plants like Jatropha, offer a great 
potential for developing biofuel all over 
the country. Over the next decade, biofuel 
would become a serious alternative to 
petroleum, as the crude prices hit the 
roof and it would become essential to 
switch over to an alternative fuel. In ad- 
dition, with the continuing trend of river 
basins becoming dry, we need to look at 
alternative crops such as Jatropha, 
which are not only profitable, but also 
generate large-scale employment along 
the dry river basins. One can start this in 
the Cauvery basin as an alternative to 
paddy and sugarcane. It is essential that 
we educate the farmers and persuade 
them to shift to these crops. Cauvery ba- 
sin is already becoming a large natural 
gas basin. It has the potential to become 
a biofuel basin as well. 

6. Large scale afforestation, particu- 
larly in dry areas across the country, will 
be a part of the plans to provide energy 
security to the country. Providing fuel for 
biomass projects for rural areas and pro- 


Energy Security for India 


viding such biofuel on-site will eliminate 
large scale investment in the transmis- 
sion to rural areas. Distributed genera- 
tion can take care of the specific needs of 
the local community. This will need 
large-scale investment and attention. 

7. The news that a Chinese company 
had made a bid for the US Oil giant 
Unocal is an eye-opener that India 
should not ignore in the long-term. The 
Chinese bid signifies its long-term vision 
and points out clearly the direction which 
the Chinese economy will take for its 
growth. It appears that the Chinese 
dragon will spread its reach far and long, 
and in the process creating serious re- 
gional disturbances for countries such as 
India, forcing us to significantly depend 
up on the Chinese market. We need to 
learn the lessons from China and it is 
time to use our foreign resources to buy 
oil and gas companies abroad. While 
ONGC and others are significantly mov- 
ing in this direction, we need to acceler- 
ate our efforts in this area. 

8. Last, but not the least, we need to 
stop the pilferage and theft in electricity 
and oil. The losses in this regard are as 
high as 30%. This can happen only 
through social reforms, spreading na- 
tionalism and honesty in the society in 
the longer run, though, in the short-term, 
there is a serious need to implement the 
criminal laws to curb this. Cleansing the 
politics of crime and corruption alone 
will lead to a significant improvement in 
this regard. 

The long-term objective should be to 
provide stable and continuous power at 
an affordable cost, without depending up 
on sources that would threaten our exist- 
ence, and this should be the priority of 
the government. One fervently hopes 
that the Prime Minister would ignite a 
revolution in the power sector. The 
implementation of the reform process 
will need a lot of political will. If those in 
power do not have the political will to 
tackle the issues arising out of the re- 
forms and regulate the processes, we will 
have a huge price to pay and the economy 
may not see any meaningful revival. s 
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Ihe Indian pharmaceutical indus- 
try has been growing by leaps 


and bounds and has made sig- 
nificant progress in the recent past. Cur- 
rently, the Indian pharmaceutical indus- 
try is valued at $8 bn (approx). It is one of 
the most competitive industries in India, 
with a strong R&D base, and exports ac- 
counting for nearly 32% of the total rev- 
enues. Generic drugs constitute 90% of 
the exports. Perhaps, these are the facts 
that, by now, are well-known the world 
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over. Indian pharmaceutical companies 
are now increasing their presence in the 
foreign markets as well—be it the US, 
Europe, Japan or China. And more re- 
cently, China has emerged as an impor- 
tant market on their agenda. The rea- 
sons for this trend are not far to seek. 
The Chinese pharmaceutical market 
is currently the 7^ largest in the world 
(worth $14 bn), and by the year 2010, it is 
estimated to be the 5^ largest. Consider- 
ing the Chinese economic boom and the 


pace with which the country is growing, it 
is surely a market which cannot be ig- 
nored. The high incidence of diseases in 
China on account of the consistently 
changing lifestyles and consumption 
patterns, and ultimately, the demands 
for drugs are also rising continuously. 
The economical manufacturing and 
operational costs add to the attractive- 
ness of the Chinese market. Globaliza- 
tion being the primary motive of Indian 
firms, China offers huge opportunities to 








tap other markets world over. The in- 
creasingly congenial trade ties between 
India and China have also fueled invest- 
ments by Indian companies in China. 
The pharmaceutical industries play an 
important role in the economic develop- 
ment of both the countries. Thus, the In- 
dian pharmaceutical players are making 
the most of this opportunity and are en- 
tering China. However, the Chinese 
pharmaceutical market is unique in 
many ways and the Indian players have 





to play their cards with utmost care to 
sustain their business in the long-term. 


Understanding the Chinese pharma 
market 
A variety of factors make the Chinese 
pharmaceutical market an enticing op- 
tion. The pharmaceutical industry in 
China is one of the fastest growing indus- 
tries with an average annual growth of 
17.7%. According to a survey by the Bos- 
ton Consulting Group (BCG), the Chi- 
nese pharmaceutical market is likely to 
emerge as the fifth-largest market glo- 
bally, with revenues of over $24 bn. Ap- 
proximately, 70% of the Chinese market 
(6,800 firms) is controlled by the domes- 
tic firms (in terms of value). There are 
about 1,700 Sino-foreign joint ventures, 
with an investment of around $2 bn, ac- 
cording to IMS Health, a global source for 
pharmaceutical market intelligence. 
These foreign companies include some of 
the world’s leading players. The subsid- 
iaries set up by top players like 
GlaxoSmithKline, Novartis, Pfizer, and 
Roche, are among the top 10 marketing 
companies in China, in terms of sales. 
Some of the important factors that 
make the Chinese market attractive are 
low labor costs and better infrastructure 
for manufacturing when compared to 
India. According to DFID Health Sys- 
tems Resources Center, with the accel- 
eration of patent expiries, about $60 bn- 
worth of blockbusters will open up to le- 
gitimate generic competition in the regu- 
lated markets. It will lead to a gradual 
global migration of manufacturing com- 
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panies to China, which has the expertise 
and infrastructure for low-cost generic 
manufacturing. As Chenthir K, CEO, 
Plutus Pharma Network Pvt. Ltd. 
opines, “Indian pharma companies are 
searching for a destination where cost of 
manufacturing would be low. Setting up 
manufacturing base in China would help 
Indian companies to compete in generics 
business in regulated markets and ful- 
fill their dreams in exports of Active 
Pharmaceutical Ingredients (APIs) with 
non-infringing processes.” 

Though India is becoming an R&D 
hub in itself, China also provides excel- 
lent opportunities for research activities. 
And with both the countries becoming 
TRIPS compliant, R&D is the key to de- 
velop new formulations for drugs. Neeraj 
Bhardwaj, CEO, RocSearch Ltd., a glo- 
bal research support services company, 
says, “Beyond pharma sales, China is 
also an attractive destination for clinical 
research services and contract manufac- 
turing. As a low-cost R&D base, with a 
huge pool of PhDs and scientists, and 
dedicated infrastructure, Indian 
pharma companies may also explore 
China for outsourcing research and 
development.” 

The demographic and socio-economic 
factors of China make its pharmaceuti- 
cal market a unique proposition in itself. 
China is the world’s most populous coun- 
try with around 1.33 billion population, 
which is ageing at an estimated rate of 
3% per annum. The country has more 
than 88.1 million people aged 65 or over, 
more than in any other country in the 
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world. It ranks second among the largest 
producers of pharmaceutical ingredients 
in the world and ranks first in the world 
in the production of important medicines 
like Penicillin, Cephalosporin, Vitamin 
C, etc. These factors are adding to the 
attractiveness of doing business in 
China's pharmaceutical market. 

Over-The-Counter (OTC) drugs and 
Traditional Chinese Medicines (TCMs) 
also offer an opportunity to the Indian 
firms and MNCs. The OTC drug market 
in China is the fastest growing in Asia, 
according to Espicom (a leading informa- 
tion previder on pharmaceuticals and 
medical devices), and will continue to 
grow in the coming years. On the other 
hand, TCMs account to 30% of the Chi- 
nese drug market and offer excellent 
growth opportunities for the Chinese 
pharmaceutical market. Foreign compa- 
nies are viewing TCMs as a way of find- 
ing new molecules to test against their 
target diseases. For example, Novartis 
has entered into an alliance with the 
Shanghai Institute of Materia Medica 
and is expecting to deliver 1,500 new 
molecules from botanical and microbial 
sources in the next three years. 

One of the other factors typical of Chi- 
nese pharmaceuticals is that hitherto, 
there have been no private clinics; doc- 
tors were available only at hospitals. 
Therefcre, companies have to sell their 
products primarily through hospitals. In 
India, drugs are sold mainly through doc- 
tors’ recommendations and 400,000 
medica! stores. Contrastingly, in China, 
85% of the drugs are sold through hospi- 
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tals and for this to happen, the firms 
have to first register their products with 
concerned medical authorities in each 
province. This is a lengthy and tiring 
process for the firms and is almost like 
wings clipped before taking a flight. 
Therefore, it requires great levels of pa- 
tience and commitment on part of the 
venturing companies. However, this sce- 
nario is also gradually changing with the 
onset of economic reforms. Some private 
clinics and hospitals have been estab- 
lished in the last 3-4 years, though they 
would burn a hole in the pocket of the 
consumers. 


Indian ventures in the dragon land 
A horde of Indian pharmaceutical com- 
panies have ventured into China and 
most of them exist as joint ventures with 
Chinese pharmaceutical companies. 
The joint ventures are necessary consid- 
ering the complex and fast-changing na- 
ture ofthe market. Indian companies are 
leveraging China as an effective plat- 
form to make their exports activities 
more efficient. As Prabhu Ram, Intellec- 
tual Property Professional, Max-Planck 
Institute for Intellectual Property, Com- 
petition, and Tax Law, Germany, opines, 
"Using China as a base, it's easier to tap 
other regional Asian markets and Eu- 
rope." They initially enter China and 
gain market share, then, the companies 
make it as home base and, finally, as 
manufacturing base to export globally. 
Dr. Reddy's Laboratories entered the 
Chinese market in the year 2000 as a 
joint venture between Dr. Reddy's (51%), 
Canada Rotam Enterprises (47.41%), 
and Kunshan Double Crane Pharma Co. 
(1.59%). Kunshan Rotam Reddy Phar- 
maceutical Co Ltd. (KRRP), as the part- 
nership venture is called, is involved in 
producing and repackaging bulk formu- 
lations, tablets, ointments, gels, etc. 
KRRP currently supplies its products to 
more than 100 distributors across 18 
provinces. The firm registered a turnover 
of $9 mn during 2004-05, and is now tar- 
geting a turnover of $12 mn and gradu- 
ally $15 mn, which would then create 
profits for the firm. Globalization is the 
primary motive of Dr. Reddy's as C V 
Narayan Rao, Chief Representative, 
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KRRP said, "We want to be a global com- 
pany and we can't claim to be one with- 
out being in China." Dr. Reddy's has its 
manufacturing facilities only in India 
and China, though it has its subsidiaries 
in other countries as well. 

Ranbaxy entered China in the year 
1993; in fact, it is one of the earliest 
Indian companies to enter the land of 
dragons. It formed a joint venture with 
Guangzhou Qiaoguang Pharmaceutical 
Co. and HK New Chemic, with an initial 
investment of $17 mn. It currently holds 
an 8346 stake in the subsidiary (named 
Ranbaxy Guangzhou China Ltd.— 
RGCL) and manufactures an unlimited 
number of capsules, tablets, infusion 
bottles, etc. Today, Ranbaxy has become 
a brand to reckon with in China, with its 
drug Cepodem (Cefpodoxime Proxetil) 
becoming the market leader in the first 
year of its launch. Cifran (Ciprofloxacin) 
has also emerged as the market leader 
in the country with a market share of 
40% (approximate figure, year 2003). 
RGCL improved its ranking from 31 to 
27 amongst the leading joint venture 
companies operating in China and 
achieved sales of $12.3 mn, showing a 
growth of 87% in the year 2003. The firm 
reaches out to 500 hospitals and more 
than 20,000 doctors in the country. 
RGCL has been consistently trying to 
expand its market reach by venturing 
into varied therapeutic segments and in- 
troducing new drugs. 

Orchid Chemicals and Pharmaceuti- 
cals is another Indian pharma player 
that has ventured into the Chinese mar- 
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ket. It started its operations in 2002 as a 
$25 mn manufacturing and marketing 
joint venture (50:50) with the leading 
Chinese pharma company North China 
Pharmaceutical Group Corporation 
(NCPC). The firm has a 300 million ton 
production capacity and offers a product 
range of six cephalosporin bulk actives. 
The business strategy followed by Or- 
chid is to target more regulated markets 
like the US and Europe, having high- 
value generics that are out of patent. The 
JV was able to add $20 mn to the top line 
in just one year and, it is expected to in- 
crease to $30 mn by 2006. 

Though some companies have been 
consistently doing well, it has not been a 
cakewalk for every Indian company. 
Aurobindo Pharma has invested a whop- 
ping $75 mn, one of the largest invest- 
ments by an Indian company. It was al- 
ready buying huge quantities of Penicil- 
lin G from China and thus, thought it 
was wiser to set up a branch in China 
itself. The company entered China in the 
year 2000 as a $10 mn 50:50 venture 
with the Chinese pharma company 
Shanxi Tongling Pharmaceutical to form 
Aurobindo Tongling Pharmaceutical. 
However, in 2002, Aurobindo acquired 
its partner's stake and thus, formed a 
100%-owned subsidiary. Aurobindo 
Pharma has another entity in China, 
Aurobindo Bio-Pharma. The combined 
turnover of both entities is Rs. 270 cr, 
which is one of the highest. Aurobindo 
also employs one of the highest numbers 
of people. Though all this seems to give a 
rosy picture, the unfortunate part is that 
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the subsidiary is not making profits. 
Aurobindo Bio-Pharma ran into a loss of 
Rs. 4.2 cr on a turnover of Rs. 123.1 cr and 
Aurobindo Tongling made a loss of 
Rs. 8.4 cr on a turnover of Rs. 147.9 cr. 
Though the subsidiaries were making 
money a few years back, this sudden turn 
of events is due to the fact that Chinese 
drug market is very price sensitive. A 
well-defined market segmentation can 
be used to market different drugs (and 
prices) to different segments of the popu- 
lation. Price of Penicillin G, which can be 
called the flagship drug of Aurobindo's 
China operations, has taken a dip and, 
therefore, the losses. Having made such 
a huge investment, now the company 
cannot change horses in mid-stream. As 
G P Prasad, CEO of both the Chinese 
entities, admits, ^I have invested $75 
mn, not just one or two million. I cant 
just walk out." Moreover, the Indian 
companies are not venturing into the 
market to take an about turn later on. 
'Their aim is to expand their operations 
globally and make their presence felt 
world over, and they are doing this quite 
successfully by venturing into the world's 
fastest growing economy. 


remain 
The Chinese pharmaceutical market, 
though very attractive, poses significant 
challenges to the Indian firms. Perhaps, 
the biggest challenge for the Indian play- 
ers, and even MNCS, is the lack of or lim- 
ited patent protection of drugs in China. 
Even though the country has joined the 
WTO (World Trade Organization) and 
claims to be TRIPS compliant, it still 
lacks proper enforcement and imple- 
mentation of the norms. Violation of in- 
tellectual property rights is a novel con- 
cept in China and the ones accused of 
doing so, defend themselves vigorously. 
As Espicom says, “The Chinese legal 
system is also poorly equipped to deal 
with complicated technical issues; judg- 
ments are often made with 'seniority' or 
with political considerations to the fore." 
The recent instance of Pfizer's drug 
Viagra being annulled of a 2001 patent 
by the State Intellectual Property Office 
(SIPO) after it was challenged by the 
Chinese drug makers makes the foreign 


companies wary of the IP norms in 
China. 

Another cause of concern for the for- 
eign players is the widely prevalent coun- 
terfeit drugs in the Chinese market. Ac- 
cording to the International Intellectual 
Property Alliance (ITPA), losses due to 
counterfeit drugs were estimated at 
nearly $1.9 bn in 2003. According to esti- 
mates, outside a hospital setting, about 
10-1596 of OTC drugs sales are believed 
to be that of counterfeits. Although the 
Chinese government has been taking 
strict legal action to combat the menace of 
counterfeit drugs, no ice would be cut until 
some real legislative improvements are 
done. In China, generics are preferred, 
which has served to dampen the spirit of 
the foreign pharmaceutical companies. 
Since 9796 of the drugs produced by do- 
mestic firms are generics (though most of 
them are counterfeit), it leaves little op- 
portunity for the foreign players. 

Another characteristic feature of the 
pharmaceutical companies in China is 
that they have huge volumes, but few 
products. For instance, Dr. Reddy's has 
6-7 products in China, compared to more 
than 200 products in India. The foreign 
companies need to create niche products 
first, try to make their own markets and 
then create brand awareness. Indian 
companies should understand the 
healthcare model and should clearly dif- 
ferentiate the market potential for each 
province in China before entering, and 
then prioritize which province to enter 
first. 

The Chinese traditional medicine, 
though provides opportunities to the 
Indian players, it simultaneously acts 
as a challenge. It gets very difficult for 
pharma companies to make the regular 
users of TCMs switch to modern medi- 
cine. As Roman Macaya, Executive Di- 
rector, Costa Rican National Chamber 
of Generic Products says, ^While tradi- 
tional medicines do not necessarily ex- 
clude the use of newer pharmaceutical 
drugs, it is a marketing challenge to 
switch patients from traditional medi- 
cines to new drugs." In a similar manner, 
though the demographic factor offers an 
opportunity to the pharma players, it 
also acts as a challenge to them. Consid- 
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ering the huge ageing population, the de- 
mands are different from other markets 
like, say India. 

One of the other significant chal- 
lenges for Indian companies is the huge 
fortunes spent on marketing and promo- 
tion of drugs. This poses a huge challenge 
to the Indian companies since a large 
number of MNCs too operate in China. 
While these MNCS with their deep pock- 
ets can spend fortunes on their market- 
ing activities, the same cannot be said 
about the Indian companies. As Macaya 
opines, "The MNCS will clearly outspend 
Indian pharma companies in this area 
(advertising and marketing). Therefore, 
Indian companies will have to become 


66 Indian companies 
should not ignore 
the opportunity of 
forming joint 
ventures with 
innovative Chinese 
companies in order 
to achieve 
economies of scale 
in innovation and 
lower costs. 

— Roman Macaya 
Executive Director 
Costa Rican National 
Chamber of Generic 
Products, Costa Rica. 
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very adept at understanding the 
healthcare market and how drugs are 
purchased or reimbursed, and by which 
payers." The increasing attrition rate 
among China's salesforce adds to the 
woes of Indian players. In fact, attrition 
rate in China is one of the highest in the 
world —30^46 for the sales personnel. Ris- 
ing salaries and incentives in order to re- 
tain the employees add to the production 
costs. Firms like Dr. Reddys KRRP try 
to build and improve relationships with 
healthcare professionals by regularly 
visiting and interacting with them, by 
providing relevant information through 
education programs and seminars. They 
have also dedicated 150 personnel to 
sales and marketing of products of a to- 
tal salesforce of 270. However, the 
MNCs comparatively have a huge 
salesforce of 800-1200. 


Indo-China alliance: Force to reckon 
Although China's pharmaceutical indus- 
try is very complex, it cannot be ignored 
by the Indian pharmaceutical firms. It 
needs to be understood that the returns 
for investing in the Chinese market 
would not be immediate. However, if the 
Indian firms play their cards well and 
are able to sustain their business in the 
long-term, it would go a long way in plac- 
ing the Indian pharmaceutical industry 
on the world map. Being successful in 
China means success in the largest mar- 
ket of the world. After the US, it is the 
Chinese pharma market which is most 
important for the Indian players. 
Moreover, if both Indian and Chinese 
counterparts work in synchronization 
with each other, they could have an im- 
pact on the global pharmaceutical indus- 
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iry in more significant terms. As 
Chenthir opines, “As per Goldman 
Sachs Global Economics Paper, India's 
economy could be bigger than Japan's by 
2032 and China's economy larger than 
the US' by 2041. Both Indian and Chi- 
nese pharma companies, by working to- 
gether, can take world pharmaceutical 
industry by storm." The Indian pharma- 
ceutical industry needs to make con- 
scious efforts to sustain their business in 
the world's fastest growing economy. 

Moreover, the Indo-China alliance 
should try to overcome individual weak- 
nesses by creating synergies and lever- 
aging upon each other's strengths. To 
succeed in China, India Inc. should ana- 
lyze the cultural, political, economical 
factors, and market characteristics not 
only to enjoy a profitable foray into 
China but also boost their globalization 
efforts. «^ 


N Janardhan Rao 
and Feroz Zaheer 
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s one of the key pharma markets in the world. With its huge growth potential and cost 
mpanies all over the world are lining up their investments for the dragon land. 










According to you, what are the 
reasons for more and more Indian 
pharma companies venturing into 

the Chinese market? 

Roman Macaya (RM): The Chinese 
pharmaceutical market is quickly evolv- 
ing into a large market due to the rising 
incomes of a significant portion of the 
Chinese population. Even if you assume 
that only 5% of the Chinese population 
has the purchasing power to acquire cer- 
tain pharmaceuticals ‘out of pocket’, this 
is still a huge market of 65 million con- 
sumers. This is a larger market than 
most European countries, and it is cer- 
tainly zrowing a lot faster. Even if the 
total pharmaceutical market in China is 
smaller than that of the US, Japan, and 
Western Europe, China still has the 
most interesting market growth. There- 
fore, entering the Chinese market is a 
wise strategic choice for Indian pharma 
companies since they will position them- 
selves into the most interesting economy 
in the world these days. I imagine that 
marketing executives are seeing the 
trend in China of a growing high-income 
segment of the population that demands 
high quality pharmaceuticals. 

Neeraj Bhardwaj (NB): China will be 
the 5" largest pharma market in the 
world by 2010 and is already the fastest 
growing. The therapeutic segments of 
CNC (Central Nervous System), CVS 
(Cardiovascular System), and lifestyle 
diseases offer lucrative oppertunities to 
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Indian pharma companies with product 
lines in the stated segments. 

Beyond pharma sales, China is also 

an attractive destination for clinical re- 
search services and contract manufac- 
turing. As a low-cost R&D base with a 
huge pool of PhDs and scientists, and 
dedicated infrastructure, Indian 
pharma companies may also explore 
China for outsourcing research and de- 
velopment. 
C R Chenthir K (CRC): China being the 
country with the largest population in 
the world, ranking second among the pro- 
ducers of pharmaceutical ingredients 
and first in the production of Penicillin, 
Cephalosporin, Doxycycline HCl, 
Terramycin, and Vitamin C in the world, 
cannot be ignored by any pharma com- 
pany of any country. 

With the acceleration of patent expi- 
ries, about $60 bn-worth of blockbusters 
will open up to legitimate generic compe- 
tition in the regulated markets. It will 
lead to a gradual global migration of 
manufacturing companies to China 
which has the expertise and infrastruc- 
ture for low-cost generic manufacturing. 

With the enforcement of patents, 
Indian pharma companies are looking 
out for new business models from the ex- 
isting traditional domestic generics 
market, for which venturing into China 
would be a viable and promising option. 
Prabhu Ram (PR): One of the key rea- 
sons for Indian pharmaceutical compa- 


, Executive Director, Costa Rican National Chamber of Generic Products 
CEO, RocSearch Ltd., CR Chenthir K, CEO, Plutus Pharma Network Pvt, 
i with Max-Planck-Institute for Intellectual Property, Competition and Tax 


nies foraying into China is the huge Chi- 
nese domestic market, and the low op- 
erational costs. In addition, China is pro- 
viding an excellent infrastructure and 
speedy implementation of new projects. 
It provides a huge potential for Indian 
pharmaceutical companies to grow. 

While some of the Indian players are 
making a foray on their own, some others 
are entering into JVs with the local com- 
panies. 

In terms of figures, China will soon be 
the 7^ largest pharmaceutical market in 
the world worth over $8 bn. Also, China 
is poised to become the 5" largest mar- 
ket in the world estimated to be worth 
over $24 bn by 2010. Taking all these 
factors into consideration, Indian 
pharma can only make optimal gains by 
entering the Chinese market. 


How is the Chinese pharmaceutical 
market different from the pharma 
markets in the rest of the world? 
RM: The Chinese market is different 
from the rest of the world in several re- 
gards. First, it has an enormous poten- 
tial for growth. Most of the pharma world 
sees the US market as the most attrac- 
tive today due to its large size and high 
drug prices. However, when you consider 
that already 15% of the US GDP is spent 
on healthcare, and about 2% of the GDP 
is spent on drugs, one cannot expect 
much overall growth in these expendi- 
tures beyond the normal growth of the 
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economy. China has tremendous eco- 
nomic growth, and even higher pharma- 
ceutical market growth. Therefore, 
Indian pharma companies have the po- 
tential to tap into the unprecedented 
growth opportunities in this market. 

Second, the Chinese market has a 
high percentage of traditional medicine. 
Therefore, the relatively new pharma- 
ceutical treatments must compete with 
a well-positioned traditional medicine 
marketplace. 

Third, the Chinese market is prob- 
ably one of the most price-sensitive mar- 
kets in the world. This is where well-de- 
fined market segmentation can be used 
to market different drugs (and prices) to 
different segments of the population. 
NB: Intellectual property rights are an 
area of concern even after the product 
patent regime got kicked off post-WTO 
membership. Earlier, in the process 
patent regime, it was convenient to du- 
plicate a patented drug and sell a generic 
version at far lower prices. Now, in the 
product patent regime, Chinese govern- 
ment will have to provide patent protec- 
tion to all the innovators—to what ex- 
tent that will happen will determine the 
launch of blockbuster brands by the 
pharma MNCs. 

Traditional Chinese Medicine (TCM) 
is still a preferred mode of therapy for 
millions in China. 

The industry is highly fragmented 
and the bigger firms are Chinese home- 
grown companies. 

CRC: The pharmaceutical industry in 
China is highly fragmented with around 
6,900 companies in operation. Out of 
which, only around 5,000 companies are 
in manufacturing business and only 








around 15% of the firms have GMP Cer- 
tificates. It has only 22 USFDA ap- 
proved plants in comparison with India, 
which has the largest number (61) of 
USFDA approved plants outside the 
US. Currently, ranking seven in the 
world, China is expected to become the 
5^ largest by 2010 (with a worth of $24 
bn). The growth rate is around 16% over 
last few decades. The year 2004 wit- 
nessed 28% growth which is the highest 
increase anywhere in the world. The 
pharma market of China is structured 
as Ethical Generics (62%), OTC (15%), 
Branded Generics (14%) and Patented 
Innovative Medicine (9%). The predic- 
tion by The International Federation of 
Pharmaceutical Manufacturers and As- 
sociations (IFPMA) is that, by 2010, the 
scenario will be Patented Innovative 
Drugs (21%), OTC (23%), Branded Ge- 
nerics (23%), and Ethical Generics seg- 
ment will account for just 37%. 

The top five therapy classes are Car- 
diovascular, CNS, Respiratory, Anti-in- 
flammatory, and Anti-ulcer. 
Attraction of China as a Market 
It has an estimated population of 
around 1.3 billion people, in which 88.1 
million people are aged 65 or above, the 
highest number in the world. Economy is 
growing at the rate of 8% for the past 5 
years and has an ever-growing per capita 
expenditure on healthcare. Urban popu- 
lation is growing at the rate of 2.5% every 
year. China has a number of world-class 
scientific biomedical institutions and 
has a strong R&D base in traditional 
medicine. 

As Manufacturing Base 
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The Chinese market 
is waiting to be 
explored. It is a 
prudent move on part 
of Indian pharma to 
tap the huge Chinese 
pharmaceutical 
market with new 
patented drugs. 


— CR Chenthir K 
CEO, Plutus Pharma 
Network Pvt. Ltd. 
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m Economical labor costs and electric- 
ity costs. 

m Favorable labor policies and early 
implementation of clear IP laws, 
which attracts foreign players. 

m Income tax holiday and duty-free im- 
port of capital equipments. 

PR: The Western pharma market is a 
fiercely contested one. With new strate- 
gies being adopted by the MNCs, includ- 
ing releasing generic versions of their own 
drugs, the possibilities for Indian compa- 
nies to grow are limited to an extent. 

On the other hand, the Chinese mar- 
ket is waiting to be explored. It is a pru- 
dent move on part of Indian pharma to 
tap the huge Chinese pharmaceutical 
market with new patented drugs. In ad- 
dition, Indian companies can make use 
of the low labor costs in China, and use it 
as a base for sourcing their basic raw in- 
gredients. 
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What competitive advantage do the 
Indian pharma companies have over 
the domestic companies in China? 
RM: I would say that the competitive 
advantage of Indian pharma companies 
lies in the greater experience of Indian 
companies in making, testing, and mar- 
keting drugs. In pharma markets, the 
cost of the drugs is one component of 
marketing success, but there are other 
factors also. Credibility in terms of qual- 
ity is high on the list. After all, pharma 
companies are really selling health, and 
patients with certain income levels are 
willing to pay more if they perceive that 
the quality will be better. Indian compa- 
nies with registrations in developed 
countries, such as Western Europe and 
the United States should be able to le- 
verage the credibility of having passed 
through a rigorous registration system 
to patients, health authorities, and 
health providers in China. 

NB: 

m Regulatory experience in developed 
markets like the US and the UK. 

m Well-entrenched drug development 
expertise in biotech. 

m Low-cost manufacturing in compli- 
ance with the cGMP requirements. 

m Low-cost clinical trials destination in 
compliance with cGCP requirements. 

m Brand building and sales experience 
in generics. 

m Experience of competing against 
MNCs and innovators in certain cat- 
egories. 

CRC: The focus of Indian companies in 

developing new drug delivery systems or 

alternative formulations of existing mol- 
ecules and investment in novel product 

R&D are the definite advantages over 

their Chinese counterparts. Above all, 

the quality standards set by Indian com- 
panies is the major advantage over their 
competitors in China. 

PR: The domestic Chinese companies 

lag behind their Indian counterparts 

when it comes to R&D. Indian pharma 
companies have access to a high quality 
intellectual capital, and their expertise 
in R&D is one of the best in the world. 
This would help them not only tap the 
Chinese market, but also use it as a 


manufacturing base. 


How are the Indian companies 
dealing with the stiff competition 
from MNCs in the Chinese market? 
RM: I would ask the question differ- 
ently: How are MNCs dealing with the 
stiff competition from Indian companies 
in the Chinese market? MNCs will al- 
ways be at a severe disadvantage when 
compared to Indian companies when the 
price factor is taken into consideration. 
Although MNCs could lower prices, it is 
last on their list of priorities. Therefore, I 
would not expect Indian companies to 
have difficulties in price competition 
against MNCs. Rather, I would expect 
stiff competition in advertising and mar- 
keting expenditures. Therefore, Indian 
companies will have to become very 
adept at understanding the healthcare 
market and how drugs are purchased or 
reimbursed, and by which payers. There 
is probably an opportunity to supply the 
institutional market of hospitals and 
other healthcare providers by selling 
drugs through a cost-benefit analysis, 
rather than spending millions of dollars 
to demonstrate that drug X has 1% fewer 
side effects than drug Y. 

NB: Tie-up with domestic pharma com- 
panies: For example, Orchid Pharma 
has formed a JV with North China 
Pharma Corporation for the fermenta- 
tion-based products. 

Setting up manufacturing bases to 
tap into the low-cost manufacturing ad- 
vantage of China: Ranbaxy started its 
manufacturing operations in China in 
1995. 

Having an edge in biotech: According 
to an Ernst & Young report, the Indian 
biotech industry is expected to generate 
$5 bn in revenues by 2010. 

CRC: Indian companies, with their 
abilities in chemical synthesis, made 
the road map to combat competition 
from MNCs by aligning themselves with 
their Chinese counterparts, which are 
strong in low-cost generic ingredient and 
finished product production. But the dis- 
tance to be covered is still quite far. 

PR: Broadly speaking, Indian compa- 
nies have been successful in their busi- 
ness foray into China. They have been 
faring well despite the stiff competition 
from MNCs. Some have ventured into 
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MNCs will always be 
at a severe 
disadvantage when 
compared to Indian 
companies when the 
price factor is taken 
into consideration. 


— Roman Macaya 
Executive Director 
Costa Rican National 
Chamber of Generic 


contract manufacturing at lower costs 
than what would have been possible in 
India. Bulk exports are another area be- 
ing explored by the Indian players. Using 
China as a production base for APIs and 
formulations, some Indian players are 
now catering to a global market. 


What are the likely challenges that 
Indian pharma companies face in the 
Chinese market and what strategies 
must be adopted by them to meet 
these challenges and make their 
business sustainable? 

RM: The first challenge I would expect is 
a surge in local competition from Chi- 
nese pharma companies. China is 
quickly evolving into a high-quality 
manufacturing center for the world, and 
pharmaceuticals will not be an excep- 
tion. China is already taking a lead in 
generic bio-pharmaceuticals. Therefore, 
Indian companies do not have much 
time to make a name for themselves in 
China. However, I would expect that 
some Indian companies will find inter- 
esting alliances in China for drug devel- 
opment, manufacturing rationalization, 
clinical trials, etc. 

The second challenge will be to deal 
with a very fragmented and varied 
healthcare marketplace. Healthcare in- 
stitutions and coverage will be different 
in Shanghai and other modern cities from 
the rural western territory which again 
would be different from the more tradi- 
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tional northern cities. Indian companies 
should understand the healthcare model 
and market potential for each province in 
China before entering, and then prioritize 
which province to enter first. 

Ancther challenge, already men- 
tioned earlier, will be developing a coex- 
istence with a well-established tradi- 
tional medicine market, particularly as 
outsiders. Indian companies should find 
creative ways of marketing pharmaceu- 
ticals in this market, perhaps, even to- 
gether with some traditional remedies. 

Other challenges, which are not 
unique to pharmaceutical companies, 
will be dealing with cultura! differences, 
currency controls, reaching national cov- 
erage in distribution, differences be- 
tween business rules, and political prac- 
tices in different provinces, and achiev- 
ing national brand recognition, if this is a 
goal. All of these challenges require ex- 
pertise in doing business in China, and 
Indian companies would do well to bring 
such expertise into their organizations. 
NB: Regulatory environment in China is 
not conducive enough for foreign players. 
To tide over this, Indian companies are 
trying to create local-level regulatory and 
business expertise. Ranbaxy has ad- 
dressed this challenge by establishing 
linkages with the local regulatory body. 

Sales and distribution network in 
China: To manage this challenge, Indian 
companies are forming joint ventures 
and are trying to penetrate the vast Chi- 
nese market. 

Chinese traditional medicine has a 
significant presence and poses a challenge 
to all the pharma entrants. 

CRC: The major challenge is language, as 
lack of information at very fundamental 


Twice 








levels can severely affect the business pro- 
cess. Another barrier is high regulation 
and registration cost. This will severely af- 
fect the Indian companies. Last, but not 
the least, is market knowledge. The Indian 
companies are yet to do their homework in 
this area. The best and the only strategy is 
to participate in the developing economy of 
China by joint venture activities and buy- 
ing major stakes in Chinese pharma com- 
panies to compete with MNCs in China 
and in global market. 

PR: The language barrier and the IP en- 
forcement issues in China have been two 
of the major obstacles for all foreign 
pharma players, thus far. The new Chi- 
nese reform in IP and the training of offi- 
cials abroad augurs well for the prospects 
for Indian companies. The R&D base in 
China is also gearing up to be tapped. 


If the Indian companies play their 
cards well in the Chinese pharma 
market, then what does it mean to 
the Indian companies and the 
industry in the long-term? 
RM: Indian pharma companies have 
strong management teams, trained in 
the best business schools. Success in the 
Chinese market would mean a signifi- 
cant step in the further globalization of 
the Indian pharmaceutical industry. The 
expertise developed in dealing with the 
challenges of the Chinese market should 
strengthen the confidence and global 
perspective of a very successful business 
sector: The Indian pharma industry. 
Indian companies should not ignore 
the opportunity of forming joint ventures 
with innovative Chinese companies in 
order to achieve economies of scale in in- 
novation and lower costs. There is a huge 
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world market to conquer for Indian and 
Chinese companies that are able to forge 
productive alliances. 

NB: The business opportunities for the 
Indian pharma industry are: China, as a 
low-cost manufacturing destination, in- 
creases the competitive advantage in the 
generics market further; China as a low- 
cost CRO services destination for the 
Indian firms; China as the 5" largest 
pharma market (by 2010). 

CRC: Playing well in China means play- 
ing well in the largest market of the world. 
With all the barriers, Indian companies 
that are doing well in China are qualify- 
ing themselves to have a major say even 
in the regulated and developed markets. 

PR: In the long-term, the competitive 
spirit and the dominance of the Indian 
companies at the world level will be rein- 
forced with a success in China. After the 
US, the Chinese market is the most im- 
portant for Indian pharma. «^ 


Coordinated by Feroz Zaheer 


Reference # 01M-2006-01-07-09 












B BUSINESS ENVIRONMENT 





Digital Cinema 


Entertainment Redefined 





Digital Cinema not only promises to revolutionize movie-viewing but also 
lining in moolah for the film industry including exhibitors. 








hat do Anil Dhirubhai 

Ambani Enterprises, UTV, 

and VSNL have in common, 
apart from being leading business 
houses in the country? All of them are 
bullish on Digital cinema—a technological 
breakthrough which promises to revolu- 
tionize the way people watch movies in cin- 
ema halls and also offers billion dollar 
business opportunity. Initial response in 
India has been quite encouraging with a 
host of who's who in India Inc. looking for a 
pie. Already, 245 cinema halls in the coun- 
try have become fully digitized, with more 
theater-owners now willing to be a part of 
the revolution; 800 screens are set to be 
powered by this technology by the end of 
2006. What is driving this revolution? 


On viewers’ demand 
In India, to reach maximum number of 








people, a new film should be released 
with at least around 12,000 prints, one 
for each theater. But, with each print 
costing about Rs. 60,000 to Rs. 70,000, 
many producers in the past had to con- 
tend with just about 200 odd prints 
which are released only in A-class cin- 
ema theaters in major cities. Since the B 
and C markets are small and frag- 
mented and the prints are expensive, it 
has generally been felt that these kinds 
of markets will not help producers meet 
the production cost. As a result, these cit- 
ies have to wait for 5-8 weeks to receive 
worn out, sometimes even damaged, 
prints which come after doing the rounds 
of metros and big cities. This poses quite 
a number of problems: One, for audience, 
movie experience is spoiled because of 
the substandard presentation quality of 
the film; two, the theater owner is wor- 


ried about the decline in the audience 
demand, which is generally high in the 
first few weeks of the movie's release; 
three, the producer has a huge problem 
on hand as the video pirates mint money 
by cashing in on the time lag encountered 
in the release of the films in these mar- 
kets. However, all this is going to change 
soon with the entry ofthe Digital cinema. 
"The Digital technology will help in 
reaching those cities at the earliest pos- 
sible time and will give benefit to the ex- 
hibitors, distributors and producers to 
recover money as fast as possible, and 
will also help in curbing the piracy" con- 
curs Sushil Kumar Agarwal, Managing 
Director, Ultra Distributors Pvt. Ltd. 
Electronic movie distribution would ad- 
dress these issues by ensuring that a 
film reaches every digital theatre, in- 
cluding those in the ‘B’ and ‘C’ class cities, 
across the country on the very first day of 
its release. 

Over and above everything, it is the 
cost economics that holds the key for 
this drastic change in movie-viewing. 
The cost of producing a digital film is 
substantially cheaper than producing it 
on a celluloid film. A digital print costs 
just about Rs. 2,000 to Rs. 3,000, apart 
from transportation charges, vis-à-vis 
Rs. 60,000 to Rs. 70,000 on a 35 mm 
celluloid film print. Further, a digital 
film can be copied on to a diskette, 
transmitted through satellite or broad- 
band, directly to the cinema halls. The 
film is transmitted as encrypted data, 
and a decoder installed in a server at 
the theater will decode the film and 
screen the same for its viewers. This 
means, the technology does away with 
physical handling of the film or print. 
The Golden Jubilee show, for instance, 
will be just the same as the premier 
show, unlike the traditional celluloid 
film, where quality deteriorates every 
time the movie is played. This is mak- 


Chartered Financial Analyst g January 2006 g 33 


—— aa 


ing producers and exhibitors look at it 
as a viable way to penetrate into newer 
markets, especially in the B and C class 
cities. 

The illustration outlines the process 
of preparing a film for distribution. The 
telecine machine digitizes the film which 
is then passed through a compression 
machine to reduce the file size. Even as 
the file is being compressed, the data is 
also encrypted to protect the file from 
being pirated. The file is then sent to the 
uplink site where it is beamed to a satel- 
lite for transmission to the theaters. 

Further, from the producer’s point of 
view, the technology helps to curb pi- 
racy—a menace that has troubled the 
industry for years—and protect the in- 
tellectual property rights. According to 
a study done by FICCI (Federation of 
Indian Chambers of Commerce and In- 
dustry), an estimated 42% of revenues 
is lost to piracy by the Indian film in- 
dustry. 

The projection of movies in digital 
format using digital projectors is known 
as Digital cinema. Digital cinema cov- 
ers every aspect of movie-making pro- 
cess— from production to post-produc- 
tion to distribution and projection. Al- 
though digital cameras are not new and 
post-production houses have been using 
digital equipments to edit and master 
movies and animation for sometime 
now, all-digital distribution and projec- 
tion of movies is a new concept, which 
completes the chain. As a result, the 
conventional film format where movies 
are shot on celluloid films and sent to 
theaters on spools packed in grey col- 
ored tin cans is replaced with the new 
digital technology in which the film is 
transferred to a digital medium which 
can then be transferred via satellite, 
diskette or cable to one or more the- 
aters. The digital technology provides 
strong built-in encryption technologies 
which confront copying and piracy tech- 
niques. A camcorder print taken off the 
screen can be traced back to specific the- 
aters using the watermark on each digi- 
tal print. The time of recording also gets 
registered. On the whole, it appears to 
be a win-win situation for everyone. A 
film distributor, for instance, will 
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hardly spend one-fourth of the money 
that he would have otherwise spent on a 
print. The simultaneous release of the 
film will increase their revenues as the 
original copies will reach the audience 
before the pirated version. Exhibitors 
will have greater flexibility. For in- 
stance, if a film is doing very well at a 
multiplex, the theater owner can kickoff 
additional shows on other screens as 
well with a few mouse clicks and can 
make more money with increased ticket 
sales. Alternatively, if the movie has 
failed to attract sizeable crowd, the 
owner can take the movie off without 
being much concerned about the cost 
aspect. They can also plan for the addi- 
tional revenues as theaters can air live 
shows of sports events either through 
satellite or through fiber optic network. 
Finally, apart from superior quality of 
movie experience, lower distribution 
costs would also lead to a reduction in 
the price ofa film ticket from the current 
Rs. 100-150 to Rs. 30-40 per ticket in 
the metros, thereby benefitting the 
viewers. 


It's rush hour 

In India, 130 cinema halls with 800 
more screens are set to deploy this tech- 
nology by the end of 2006. PVR Group, 
which owns PVR Cinemas, one of the 
most entrenched and innovative cinema 
hall chains, is already working on a plan 
to set up Digital cinema theaters across 
B and C class towns. UTV Software 
Communications Ltd., which produces 
and distributes films, also plans to de- 
liver films to theaters via satellite. The 
company is keen to get into the exhibi- 
tion business through management con- 
tracts with theater owners. In fact, be- 
cause of the cheaper and faster produc- 
tion process, even the content creators 
are going digital. Sahara India plans to 
make 3 to 5 films in digital format next 
year, and Adlabs is expected to release 
30 digital films by 2006. 

The Mumbai-based Valuable Media 
Group in association with Hughes Net- 
work Systems has seeded Digital cin- 
ema equipment in 400 theaters, in B 
and C class towns. The project of in- 
stalling the digital projectors is ex- 
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pected to cost over Rs. 80 cr for the first 
500 theaters, while installation in an- 
other 2,000 theaters which will be com- 
pleted by 2008 for an additional Rs. 175 
cr. Valuable Media gives the projectors 
and servers to exhibitors for a small fee 
to cover installation and then charges 
Rs. 175 ($3.80) per show from the dis- 
tributor and Rs. 250-Rs. 350 ($5.45- 
$7.60) per show from the theater owner. 
The digitized file disintegrates once the 
show period expires. 

The Chennai-based Pyramid- 
Saimira Group, a Digital cinema ser- 
vices company, is planning to install 
digital equipment in 70 cinemas by first 
half of 2006 and is planning to have a 
total of 150 systems installed in cin- 
emas over the next 12-month period. The 
company took 1,000 theaters on lease for 
converting them into digital. In April 
2005, Pyramid also entered into an 
agreement with Taiwan-based Delta 
Electronics to design, develop, and 
source around 15,000 projectors at a to- 
tal cost of Rs 1.5 bn ($34 mn). UFO 
Moviez, the digital subsidiary of Valu- 
able Media Group, meanwhile, signed a 
deal with DPI (Digital Projection Inter- 
national), in October 2005, for 500 pro- 
jectors to be used in the Digital cinema 
network. The first 65 projectors have al- 
ready been installed during the first two 
months of the partnership. In fact, across 
the board, people seem to be gung-ho on 
the digital technology. The Real Image 
Media Technologies Pvt. Ltd., a digital 
technology provider for the audio, video, 
film, animation, and entertainment 
companies, for instance, expects to ex- 
pand its Qube Cinema network to 100 
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cinema theaters in Tamil Nadu by De- 
cember 2005, from the current 32. 


Obstacles on the way 

While the benefits of digital format pro- 
vide a strong motivation to Indian film 
industry to move to digital production of 
movies, there are a number of factors 
which may work against the digital 
wave. While Digital cinema can produce 
sizeable savings, it also requires mas- 
sive investment of Rs. 10-15 lakh (Rs. 
1-1.5 mn) at the initial stages. But, “If a 
cinema owner works on long-term ba- 
sis", says Agarwal, “He can release a 
minimum number of 50 films in a year 
in his theater. Even if he were to install 
an equipment costing Rs. 15 lakh, the 
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ultimate cost per film will be Rs. 
30,000, which is much cheaper than the 
print cost." Unfortunately, the group of 
people who enjoys the benefit of savings 
is different from those who make the in- 
vestment. While the beneficiaries are 
film distributors who will no longer 
have to pay to make multiple celluloid 
prints, the exhibitors or cinema owners 
need to spend the really serious money. 
"However, the producers are offering the 
technology/hardware at a very reason- 
able cost and hence, it will not be a prob- 
lem for the exhibitors and distributors 
to absorb the same", says Agarwal. The 
costs could go even higher due to the 
high risk of obsolescence and expected 
maintenance costs of this emerging 
technology. While traditional movie 
projectors can last for decades with a 
little maintenance which would cost 
seme Rs. 1,000, the computers that 
store and distribute digital movies will 
probably last no longer than three years 
and the maintenance costs would run 
into lakhs as computers may develop 
glitches that require an expert to fix. 
Apart from these, says Sushil Kumar, 
"The maintenance of equipment is an- 
other challenge." He says that since the 
exhibitors have not borne the cost for 
the equipment, they may not take 
proper care of the equipment. 

Another obstacle is complex Indian 
film distribution market. The frag- 
mented nature of the market with 


12,000 cinema theaters and many dis- 
tributors and sub-distributors, makes 
it difficult for any supplier to meet the 
different owners to offer his services. 
The visual quality of the film has also 
invited criticism. According to critics, 
digital images are inferior when com- 
pared to the pristine celluloid print. 
Digital movies offer resolutions of 
1,300-4,000 lines compared to the 
1,000 lines of a 35 mm film and the 
picture is bright and blemish-free. 
Some purists, however, vouch for cellu- 
loid prints saying that the digital 
films, as they are compressed and 
stored, will loose their resolution when 
they are expanded and projected. Ac- 
cording to them, in the digital medium 
the darker areas are blurred, less 
dense, less toned, and less sharp, un- 
like the light-based celluloid film 
which will record a better contrast. 
Nonetheless, as technology provid- 
ers are working on the systems to im- 
prove the quality of pictures, efforts are 
on, on part of the industry enthusiasts, 
globally, to ensure a smooth transition 
to digital technology. Digital Cinema 
Initiatives LLC (DCD, a consortium of 
the seven major studios in Hollywood 
(Disney, Paramount, Universal, 
Warner Bros, MGM, Sony, and 20% 
Century Fox), was launched in March 
2002 with the objective to establish 
voluntary specifications and standard 
for digital cinema. In July 2005, DCI 
reached unanimous agreement and 
came up with unified specification that 
will allow manufacturers to create 
products which will be employable at 
movie theaters throughout the world. 
These specifications are seen as a 
milestone in digital cinema by exhibi- 
tors and technology vendors across the 
world. However, it remains to be seen 
whether these specifications will en- 
courage Indian players, who were pre- 
viously hesitant, to invest capital in 
technology. «^ ) 
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“India has many good reasons for adopting digital 


technology” 


How does the technology for Digital 
cinema work and how is it different 
from the current technologies? 

For more than a century, movies have 
typically been made, distributed, and ex- 
hibited on film. Although, the rest of the 
world has begun to adopt digital technol- 
ogy, until very recently, the major Holly- 
wood studios were reluctant to embrace 
the change. There were many concerns on 
Hollywood's part but the two biggest were 
the need for technology standards and the 
question of who would pay for the transi- 
tion. The technology issues have been 
largely addressed and, although no for- 
mal business model has been adopted, 
after an extended stagnant period, the 
transition to digital distribution and ex- 
hibition has begun in North America. 

Who will pay for the digital transi- 
tion and precisely how, are still being re- 
solved, but it seems likely that there will 
be many different business models. In- 
evitably, some of these costs will be 
passed on to ticket buyers. 

Meanwhile, the transition around 
the globe is happening and it is taking 
hold rapidly in Asia, particularly in In- 
dia, and, to a lesser extent, in Europe. 
India has many good reasons for adopt- 
ing digital technology. It has a large, es- 
tablished indigenous movie production 
and exhibition tradition and, in fact, pro- 
duces many more films each year than 
Hollywood. And while Hollywood movies 
enjoy success in India, the country does 
not rely on Hollywood content to the ex- 
tent that most other cultures do. 

Much of the transition to digital, 
which has already taken place in In- 
dia—especially in the B and C mar- 
kets—has been labeled E-Cinema by 
some. According to that way of thinking, 
D-Cinema is anything that complies 


- Nick Dager 


Editor and Publisher of Digital Cinema Report. 


with the technology standards adopted 
last July by the Digital Cinema Initia- 
tives, the consortium formed by the ma- 
jor Hollywood studios. 

(To read those standards visit http:// 


www .digitalcinemareport.com) 


E-Cinema includes other digital 
technologies and some people fear that 
E-Cinema technologies may prove to be 
incompatible with the D-Cinema tech- 
nologies embraced by the major Holly- 
wood studios. Whether that is the case 
remains to be seen and will only be 
known for certain over time. 

Prior to digital, a movie was distrib- 
uted to a theater on large, cumbersome 
reels of film by mail and was displayed 
using a film projector. This method is 
still the most widely used one, today 
and has the advantage of being the way 
exhibitors are used to doing business. 
In addition, in most cases the projectors 
are paid for and require little mainte- 
nance. This model has existed for more 
than 100 years and, in many areas, will 
continue for many years to come. The 
main drawback here is that over time, 
even with properly cared for projectors, 
the film print becomes scratched and 
eventually too damaged to watch. The 
costs of creating the extra film prints for 
widespread distribution and the cost 
of mailing the heavy reels are also a 
drawback. 

In Digital cinema, a digital master of 
the movie is created and pristine copies 
are sent, generally via satellite, to the- 
aters. In some cases, a physical digital 
copy of the movie is delivered by mail to 
the theater. In all cases, the movie is 
then downloaded to a server. The server 
becomes the playback device that feeds 
the digital projector. No matter how 
many times a movie is displayed, the 





quality remains identical to that of the 
original master. 


What are the cost-benefits involved 

in implementing this technology? 
There are increased costs, especially at 
the initial stages, to make the transition 
to digital. The projectors are still expen- 
sive and, according to most estimates, 
the cost-per-screen for a D-Cinema pro- 
jector and server is between $70,000 
and $100,000. 

The first and most obvious benefit to 
Digital cinema (at least for the audience) 
is that the viewing experience is greatly 
enhanced because the quality of the pic- 
ture is good with the first screening and 
with every screening after that. For pro- 
ducers and distributors, the costs of 
making and sending movies will de- 
crease dramatically over time. In the 
short turn, however, distributors' ex- 
penses will likely increase because they 
will have to operate in a dual world in 
which they supply theaters with a choice 
of film or digital copies. There are ben- 
efits for exhibitors as well, but these will 
also take time to appreciate. 
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With the increased costs of digital, 
come additional flexibility in the kinds of 
events that theaters can host and the 
ability to take advantage of new busi- 
ness opportunities such as showing con- 
certs and other non-traditional fare. 


What are the challenges this 
technology faces? 

Digital technology still faces several 
hurdles. For exhibitors, the first of these 
is the cost of ownership, which remains 
high, but which is decreasing. Second is 
the need to integrate the new technology 
into an existing business operation, in- 
cluding maintenance and staff training. 
Third is the ongoing concern that choices 
made today may become incompatible 
with other systems. 


What kind of changes is the cinema 
industry likely to go through? 

We are beginning to see a wholesale 
change in what a movie theater is. During 
this transition era, there will be many ex- 
periments to see what works with the pub- 
lic. It seems inevitable that theaters will 
move away from the cookie-cutter style 
they offer today, where one chain’s theater 
complex is virtually the same as that of its 
competiter across town. Movie theaters 
will find their individual niches and de- 
velop individual strengths, as a wider ar- 
ray of content becomes accessible. 

Even more so than today, screens will 
get bigger and smaller in the same theater 
complex. While it is likely that the kinds of 
movies screened today will always be the 
staple of the business, there will be other 
choices. Interactive games will be one, be- 
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cause movie theaters can afford to keep up 
with more expensive technology and can 
offer the dedicated space that can add to 
the interactive gaming experience. 

Concerts are already being shown in 
theaters and this will continue and grow 
as a trend. 

Local advertisers will take advan- 
tage of the lower cost of entry of digital 
and the chance to communicate with a 
targeted local audience. Ideally, digital 
will open the door for more diversity in 
the kinds of movies that are made and 
the availability of those movies. 


What are the advantages of offering 
Digital cinema systems to theater 
owners in B and C class towns? 

The greatest initial benefits are evident 
for exhibitors in theaters in the B and C 





markets in India and in comparable 
markets elsewhere. And these facilities 
can benefit from so-called E-Cinema 
technology. 

In the C markets in particular, ex- 
hibitors often had difficulty in obtain- 
ing movie prints of any kind of quality. 
By the time a print reached the C mar- 
ket theater, it had been screened so 
many times that the quality of the 
print was quite bad. In these cases, a 
DVD copy of a recent movie screened 
with a relatively low-cost digital 
projector offers a much better viewing 
experience. 

Digital will mean that B and C mar- 
ket theaters should get major movie re- 
leases much sooner than in the film era. 
And these theaters will have the oppor- 
tunity to screen movies produced locally 
because the cost-of-entry barriers for all 
aspects of movie production, distribu- 
tion, and exhibition will be greatly 
reduced. 


Any other comments? 

The transition to digital will take years 
to complete worldwide and will be 
marked in the early years by a certain 
amount of confusion and chaos, as is the 
case with any widespread adoption of a 
new technology. But the early signs sug- 
gest that the digital era—especially in 
the beginning—seems likely to foster a 
new period of creativity and experiment, 
both in the ways that movies are made 
and shown, but also in the kinds of mov- 
ies that are produced. «^ 
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SEZs 


Future Hot Spots 





Fiscal incentives coupled with the 
surge in the manufacturing and 
technology sectors are poised to 
transform Special Economic Zones 
into drivers of economic growth. 







Economic Zones (SEZs) are 
et to change the entire Indian 
economic landscape. They are 
said to be the engine of the economic 
growth. With Asian economies compet- 
ing for a pie in the international capital 
flows, tax breaks and hassle-free envi- 
ronment are much needed to attract in- 
vestors in the infrastructure and indus- 
trial development. The Indian SEZ Act, 
announced in May 2005, is a right move 
in this direction. India is gearing up with 
the new act that aims at attracting FDI 
and domestic investments, to corner 
benefits cf new business opportunities. 
The act facilitates single-window clear- 
ance, timely disposal of applications, 
and tax break for 15 years (instead of the 
previous 10 years). Learning lessons 
from the past failures of SEZs, the gov- 
ernment is taking concrete steps to 
transform current SEZs into new age In- 
dian factories. Not only are the big indus- 
trial houses and real estate developers 
taking part, but state government bod- 
ies are also a part in the current SEZs 
wave. The recent rush to set-up SEZs 
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could fuel the economic growth and pro- 
vide the cost advantage to industry in the 
rapidly changing global market. 


The second innings 

As part of foreign trade policy, India 
adopted the concept of SEZs in 2000. 
However, it has failed to replicate the 
Chinese SEZ model. China has over 600 
operational SEZs which account for 40% 
of their exports whereas in India, only a 
few SEZs are operational and they had 
struggled to attract investments. How- 
ever, the past failures of Indian SEZs can 
be attributed to stringent regulations, 
procedural delays, and complexities in 
the system. 

For India, offshore manufacturing is 
not a new phenomenon, as a small por- 
tion of the offshoring activities are being 
conducted in India. But global investors 
are looking for fiscal support from gov- 
ernment, a provision which old SEZ Act 
lacks. As India is fast becoming a pre- 
ferred destination for offshore manufac- 
turing, sustainable growth prospects in 
domestic economy is luring corporates 
across the world to invest in SEZs. That 
exports have increased by 52.3596 over 
the last three years from SEZs clearly 
shows the revival in the manufacturing 
activities. However, SEZ exports stood 
at the Rs. 18,309 cr, which is only 5% of 
India's total exports. 

Recent revival in the Indian manu- 
facturing sector is attracting huge in- 
vestments along with a substantial in- 
crease in the exports. SEZs are gearing 
up to exploit the untapped potential of 
offshore manufacturing. Often, factors 
such as labor advantage, strength of in- 
frastructure, geo-political risks and their 
impact on the supply chain, and market 
potential of the host country, drive off- 
shore manufacturing. Foreign and 
Indian players have lined up invest- 
ments to the tune of Rs. 50,000 cr over 





the next three years and an estimated 
employment generation potential of 
100,000 jobs. In addition, SEZs can 
bring enormous benefits like forex earn- 
ings, FDI, global exposure, and transfer 
of technology. A Kishore Rao, Managing 
Director - Emerging Markets, Bearing 
Point Inc., says, “Private sector develop- 
ment and operation of zones is not a new 
phenomenon. In fact, 80% of zones 
around the world are privately devel- 
oped, owned, and run. These zones not 
only minimize government outlays for 
infrastructure development, but are 
more successful and have more positive 
economic impacts." China had become 
world's factory in manufacturing, with 
benefits derived from SEZ growth model, 
while India has retained its services 
bandwagon. Besides 14 SEZs that are 
operational under the government con- 
trol, proposals for 67 SEZs (25 multi- 
product SEZs and 42 product-specific 
SEZs) have been received during the last 
year, mostly with private-sector partici- 
pation. Rao Says, "I think it is a very 
positive development for India that a 
large number of companies have ex- 
pressed active interest in zone develop- 
ment, especially of large-scale or highly 
specialized zones. Competition among 
these projects will enhance the quality of ` 
facilities and services among zones, ben- 
efitting tenants and residents." Reliance 
Industries, ONGC, M&M, Reliance En- 
ergy, Wipro, Biocon, HP, Nokia, and 
Adani group are prominent among the 
players who have shown interest in set- 
ting up SEZs of their own. Also, the real 
estate major DLF is planning to set up 
12 SEZs across the country. Recently, 
Reliance Industries has signed a MOU - 
with Haryana State Government to set 
up the country's largest SEZ spread 
across 25,000 acres. Rajendra Singh, 
Chairman, SKIL-MMSEZ, says, “It is a 
very good initiative of the private sector 
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in response to a proactive government 
policy. This needs to be encouraged. If we 
can set up successfully 4-5 large-size 


. SEZs, this would do a lot good to 


country's economic growth." State gov- 
ernments are also participating actively 
in creating the industrial islands. Inter- 
estingly, 30 of 67 new proposals received 
by the government are being set up by 
the respective state industrial develop- 
ment corporations. 

Apart from the manufacturing sec- 
tor, Indian SEZs are quite successful in 
attracting investments from service sec- 
tor as well. As FDI limits in the real es- 
tate development have been removed, 
developers and big industrial houses are 
foraying in SEZ development activities 
for their captive use. The current run for 
SEZs is primarily driven by the boom in 
IT and ITES sectors. In the short-term, 
developers are focusing on IT sector to 
cater to the growing demand for office 
space. According to NASSCOM, India's 
IT and ITES industry is expected to grow 
at a CAGR of 35% from the current levels 
of $12 bn to $148 bn by 2012. Corre- 
sponding to this, employment potential 
is expected to increase annually by 0.2 
million per annum which translates into 
additional 20 million sq. ft. demand for 
space annually from IT sector. In the 
event of sunset clause of tax incentives to 
IT sector by 2009, companies are plan- 
ning to move their facilities to SEZs to 
take the advantage of tax holidays for 
next 15 years under the new SEZ Act. 
The tax holidays for IT units under SEZ 
Act would continue the cost advantage of 
India in the global arena. According to 
Singh, ^Most of the Export Processing 
Zones (EPZs) would be subject to elimi- 
nation of tax exemptions after 2009. 
SEZs will provide them with good and 
viable options by 2009." Though, the sec- 
tor is seeing increasing activities by do- 
mestic and international real estate de- 
velopers in the view of increasing IT/ 
ITES activities in the country, there is no 
clarity on whether an existing Software 


. Technology Parks (STP) facility which 


shifts into an SEZ would be entitled for a 
fresh 15-year tax holiday. If SEZs will 
continue the tax benefits, it will be wind- 
fall for existing technology parks, with a 





potential investment to the tune of 
Rs. 15,000 cr. Thus, government should 
think positively to convert them into IT 
SEZs. 

If offshore manufacturing is to pick- 
up the pace, it is predicted that develop- 
ers would increase their exposure to 
large industrial facilities. Currently, 
real estate developers are adopting a 
wait and watch approach and are wary of 
creating the infrastructure. As many off- 
shore manufacturers are not comfort- 
able with the current state of infrastruc- 
ture development, they are starting their 
own SEZs along with their suppliers like 
Nokia's SEZ facility near Chennai. 


Boom time for realty 

With the growing urbanization, it is diffi- 
cult for companies to acquire large par- 
cels of land with high sticker prices. Most 
of these SEZs were located at Grade B 
cities away from urban centers. The 
Indian SEZs are very small in size (just 
over 1,000 acres on average) compared to 
the Chinese SEZs (which are spread 
across 20,000 acres on average). How- 
ever, some of the Indian SEZs have 
reached international standards of size. 
Due to the unviability of the huge 
projects, most of IT SEZs tend to be 
small in size. On the other hand, some of 
the large integrated multi-product SEZs 
such as Navi Mumbai, Mahindra SEZ, 
etc., are of comparable to international 
standards in terms of size. But, they are 
typically at a significant distance from 
the main urban center so as to retain the 
cost competitiveness. Finally, project 


success will depend on their ability to 
create a mini township experience with 
all the social requirements. 

Cost of infrastructure has been re- 
duced by about 2096 by exempting all 
materials and services purchased by the 
SEZ developers. Power plants can also 
avail of all the tax benefits which enable 
them to provide efficient, quality power 
at competitive prices. Similarly, with the 
entry of offshore banking units and inter- 
national financing centers in the SEZs, 
they can avail of the exemption from the 
TDS on their borrowings and deposits 
from NRIs. Hence, the cheap finance is 
available for the units in SEZs as there 
is no requirement for SLR investments 
or SLR deposits with the RBI. FDI in- 
flow is expected to rise in the coming 
years in real estate development, ser- 
vices, and manufacturing units. Whether 
it is private equity or venture capital, a 
large amount of investments are waiting 
for the creation of mini and mega town- 
ships as well as hotel and office infra- 
structure. Ajit Krishnan, Senior Man- 
ager, Corporate Tax, Ernst & Young 
(India), says “While this capital is com- 
mitted to India, the most fundamental 
issues that acts as a bottleneck for such 
investment is the limited exit opportuni- 
ties." In the context of SEZs, the current 
draft rules propose that the sale of land 
within the SEZ should not be permitted. 
India doesn't have an enabling environ- 
ment for REIT (Real Estate Investment 
Trust) or REMF (Real Estate Mutual 
Fund) to unlock the value without dilut- 
ing the value of the development. If a 
REIT/REMF regulation is announced, 
then developments fueled by FDI would 
look to a REIT/REMF exit, rather than 
the sale of development itself. 


SEZs, being islands of opportunity, are 
offering business opportunity across the 
sectors. FDI in SEZs is set to rise rapidly 
once the development completes. Attrac- 
tiveness of these SEZs would depend on 
products that have low import tariff and 
high volume products that have a domes- 
tic and international market. Products 
such as telecom equipment, mobile 
phones, and IT hardware equipments 
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perfectly fit into SEZs. Auto compo- 
nents, textiles, and biotech are also 
readying to seize the SEZ opportunity. 
For instance, Mahindra & Mahindra 
SEZ in Chennai is specially for auto com- 
ponents and textiles. Even Jharkhand 
government has initiated to set-up an 
auto SEZ. Similarly, Century Textiles is 
planning to set-up textiles SEZ in 
Hyderabad. Gems and jewelry category 
where India is having skilled workforce 
and designers, could leverage the SEZs. 

On the other hand, oil majors such as 
ONGC and Reliance, are planning to set- 
up oil SEZs in the view of tax exemptions 
and stagmation in the refining capacity 
around the world. These companies 
could benefit from surplus refining ca- 
pacity in the Asian region. According to 
forecasts, global oil demand will in- 
crease by about 50% over the next 20 
years. On the supply side, refining capac- 
ity has increased minimally in 2004 
(about 0.4% between the US and Eu- 
rope) and with no significant capacity 
additions planned over a 10 to 15-year 
horizon, it is anticipated that most ma- 
ture marxets would become dependent 
upon imports. There is a clear opportu- 
nity for countries such as India, to offer a 
base for setting up export-oriented refin- 
eries to cater to global demand. However, 
industry analysts opine that tax exemp- 
tions to the oil SEZs can drain govern- 
ment tax revenues and they offer little 
value addition (of 10% when cempared to 
25% in the manufacturing). Thus, the 
benefits that refineries were expected to 
bring to the economy may be cutweighed 
by the revenue costs. Krishnan says, ^The 
SEZ scheme is a key driver of growth and 
denial of SEZ incentives to refineries will 
limit technology transfer and forex to fi- 
nance crude imports." 


Multiplier effect on economy 

There is a fear that with the rise in the 
SEZ activities, government's future tax 
revenues are likely to be affected on ac- 
count of the tax exemptions for the next 
15 years. As the tax revenues are already 
at low levels at 10% of the GDP, some 
. analysts feel that if the fiscal incentives 
continue in the future, it could be difficult 
for the government to meet necessary 
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funding for social sector. Developers and 
companies who are operating from 
SEZs, are the main beneficiaries of fiscal 
incentives. Tax incentives could play a 
significant role in catalyzing the eco- 
nomic growth. The impact of invest- 
ments, however, would have a multiplier 
effect on the economy with exponential 
employment generation and forex earn- 
ings along with the retention of the com- 
petitiveness of industry. As the world is 
moving towards free market economy in 
which future competition is going to be 
purely on the basis of cost-effectiveness, 
economies will have to invest signifi- 
cantly in creating capacities and build a 
robust infrastructure. Krishnan says, 
“Tax incentives would be critical to draw 
a large share of world trade pie, which, in 
turn, provides much needed capital for 
economic sustenance and growth.” When 
compared, benefits associated with fis- 
cal incentives to SEZs would far out- 
weigh the cost incurred by government. 

Since China has benefitted from 
linking SEZs with domestic economy, 
India is also following the same philoso- 
phy, but is imposing taxes on the domes- 
tic sales. According to Krishnan, “Its 
[SEZ's] effectiveness gets reduced be- 
cause of the imposition of income-tax on 
profits derived from domestic sales." For 
instance, with a low tele-density, India is 
fast becoming an attractive destination 
for global telecom equipment manufac- 
turers. However, India's two largest 
telecom players, BSNL and MTNL, have 
imposed a prerequisite that their ven- 
dors ought to have some manufacturing 
activity conducted in India to be eligible 
to participate in their tenders. Hence, 
there is case for SEZs to attract the 
telecom equipment manufacturers with 
the view of serving domestic as well as 
the global market. Allowing the domes- 
tic sales without taxes would provide the 
opportunity to serve the domestic cus- 
tomers at par with the imports. Hence, 
India can achieve the twin objectives of a 
rise in the economic activity and import 
substitution. 


The way forward 
Like anywhere else in the world, the 
three pillars of the SEZ Act are fiscal 


incentives, regulatory freedom, and 
world-class infrastructure. In the latest 
SEZ Bill, government has not talked 
about the much awaited flexible labor 
laws. However, state governments have 
been granted permission to adopt flex- 
ible labor laws, if necessary. Singh says, 
"There is an urgent need to reform labor 
laws, if we can't do [it] in the whole coun- 
try, it could easily be tried in the SEZs 
as a testing laboratory for these re- 
forms. Even countries like China, have 
made specific labor reforms for SEZs. If 
we have to compete globally and get in- 
vestors, labor reforms cannot be ig- 
nored." 

Moreover, government has ex- 
pressed its interest in improving infra- 
structure with public-private partner- 
ship through SPV-route, which would 
raise necessary capital in domestic and 
international markets. Krishnan says, 
“If these fundamental issues are ad- 
dressed, global businesses would play 
their role in creating the volume poten- 
tial, which will also provide India the 
economic wherewithal to address its 
geo-political climate." 

If SEZs are to bring desired benefits 
to the country, it needs to set-up the 
right infrastructure. It will help in re- 
taining the industries, even after the 
end of tax breaks. Rao recommends, “In- 
dian SEZs need to offer purpose-built 
facilities, specialized services, a 
streamlined and minimum red-tape 
environment, and encourage clusters 
catering to manufacturers." 

Competition is heating up among 
states to attract investments into 
SEZs. Indian SEZs can attract invest- 
ments from foreign SEZs too. As part of 
the de-risking s'trategies, global tex- 
tiles and auto component firms could 
set-up their facilities in Indian SEZs. 
Indian SEZs should aim at emulating 
favorable investment destinations such 
as China, Singapore, Malaysia, and 
Dubai, to pave way for building com- 
petitive advantages gradually.“ 


N Janardhan Rao 
and Ravi Babu Adusumilli 
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Indian Biotech 


The Next Frontier 












The Indian biotechnology industry is 

expected to cross $5 bn mark by 

2010. Considering that we still lack 

think will help the industry touch that 
? 


Krishna M Ella (KME): Nearly 30 years 
after the first biotechnology company 
opened its doors, the sector is reaching a 
new level of maturity and globalization. 
In 2004, the global biotech industry 
posted an impressive growth and raised 
record amounts of venture capital. 

The biotech industry's growth and 
maturation are driven by its product suc- 
cesses. Biotech companies now market 
approximately 230 drugs, including 13 
therapeutic antibodies. The sector has 
an impressive pipeline of drugs in Phase 
III trials or awaiting regulatory 
approval 

India's biotechnology industry regis- 
tered a 4096 growth approximately in 
revenues in 2003-04 to reach nearly 
Rs. 4,000 cr. India has the potential to 
become very strong in biotechnology. 
There has been a phenomenal increase 
in the number of start-up companies in 
this area in the past five years. While 
the current size of the industry is $500 
mn, it is expected to grow at 25-30%. 
The annual investments in the sector 
are of the order of nearly $150 mn and 
are growing at the rate of 30%. The glo- 
bal market share is projected to rise 
from 2 to 10% in five years. 
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The sectors, which will emerge in the 
forefront of biotechnology are: Pharma- 
ceuticals, distilleries and agro/seeds, hu- 
man and animal healthcare, enzymes, 
alcohol and other fermentation pro- 
cesses, agricultural produce, pollution 
control, therapeutics, bioinformatics 
and genomics. The forthcoming years 
will belong to bio-drugs like the human 
insulin, vaccines and diagnostics. 
Major investments will go into bio-engi- 
neered drugs for diseases from diabetes 
and cancer to HIV/AIDS, malaria and 
tuberculosis. 

Nitin Deshmukh (ND): The market 
size of the Indian biotech sector as esti- 
mated in the recent concluded 
BioSpectrum ABLE survey is Rs. 4,745 
cr (US$1.07 bn). The survey covers 
biotech in five distinct sectors: Bio 
Pharma, Bio Agri, Bio Informatics, and 
Bio Industrial. The industry grew at 
37% during 2004-05 and is expected to 
show higher double-digit growth rates 
in the coming years. Bio Agri recorded 
the highest growth at 153.5% exports 
contributed 4296 of industry revenues. 
Interestingly, six biotech companies 
crossed Rs. 100 cr in revenues. ABLE's 
vision is to build a US$5 bn biotechnol- 
ogy business segment in India in the 
next five years. 

Utkarsh Palnitkar (UP): Comparing 
the Biospectrum-ABLE Survey indus- 
try figures for 2002-03 (Rs. 1,830 cr) and 
2004-05 (Rs. 4,745 cr), we would ob- 
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serve that the industry today is worth 
more than two-and-a-half times than 
what it was two years ago. The industry 
has experienced such robust growth 
even before the product patent took ef- 
fect and amidst severely challenging 
policy and financial constraints. From 
where we stand today, the industry 
looks well-poised for phenomenal 
growth. As of today, the country has in 
place a globally aligned product patent 
regime, a clear biotech development 
policy/strategy and a critical mass of 
companies investing aggressively in 
product development and future 
growth. 

Six biotech companies have crossed 
the Rs.100 cr mark in revenues in 2004- 
05 and the number of firms in the sector 
in India have grown to 280 from 235 in 
the previous year according to the latest 
survey results. 

Some companies like Biocon and 
Bharat Biotech are expecting their first 
innovative product by as early as end of 
this year or 2006. Besides new prod- 
ucts, contract research and manufactur- 
ing services are going to be a big driver of 
growth. Most importantly, several 
Indian companies have built a very 
strong network of global partnerships. 
All these factors combined could help to 
take India to that milestone of $5 bn by 
2010. 

Naryanan Suresh (NS): Nearly 
two-thirds of India's biotech revenues 
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are currently accounted for by 
biopharmaceuticals, mainly vaccines 
and therapeutics. And bio agri accounts 
for another 7%. Companies like Serum 
Institute is among the largest vaccine 
producers in the world and this will con- 
tinue. India is likely to emerge as a ma- 
jor vaccine manufacturing hub, for both 
human and animal vaccines due to their 
high quality and low-cost environment. 
A number of therapeutic biotech prod- 
ucts are underdevelopment by various 
companies. When they clear the regula- 
tory processes in the next few years and 
hit the market, revenues are bound to go 
up. Take the case of insulin. India has 
the largest diabetes population of 
about 35 million in the world and less 
than 2 million are under treatment. In- 
troduction of recombinant insulin by 
Wockhardt and Biocon has already 
stirred the market which may expand 
due to awareness campaigns. 

In the bio agri segment, just three 
hybrids of Bt cotton by two companies — 
Mahyco Monsanto and Rasi Seeds— 
have led to 154% growth in revenues. 
Now 20 more hybrids from 12 compa- 
nies have been approved. Supply con- 
straints are affecting the market and 
though there may be some price erosion 
due to intense competition, overall mar- 
ket expansion will lead to this industry 
gaining in size. 

With the new Intellectual Property 
Rights (IPR) regime in place, many for- 
eign companies will outsource drug dis- 
covery research and development work 
to Indian CROs ( Contract Research Or- 
ganizations) to leverage the Indian ad- 
vantage. So, a combination of new prod- 
ucts and services will lead to the growth 
of the biotech sector to the threshold of 
$5 bn by 2010, if not earlier. 


What are the challenges as far as 
product commercialization is 
concerned? 

KME: Product commercialization is the 
most vital aspect of the biotech indus- 
try. In India, the commercialization as- 
pect is doubly challenging due to signifi- 
cant factors such as prevailing regula- 
tory environment with its cumbersome 
procedures, lack of awareness about 


biotechnology products, lack of enough 
know-how about scaling up biotechnol- 
ogy products, lack of trained manpower 
to handle commercialization issues, 
etc. To add to this are inherent infra- 
structure problems that haunt the in- 
dustry such as power, roads, telecom- 
munication networks, etc. In addition, 
there are also financial hurdles to be 
crossed. VCs and FIs are in most cases 
unwilling to fund biotech ventures due 
to its long gestation period of product 
development and commercialization. 
All these are challenges for the Indian 
bioentrepreneur. 

ND: Initially, we will see Biotech Indus- 
try focusing largely on contract research 
and clinical research. This is a revenue- 
based business model, where the com- 
panies see quick revenues. On the prod- 
uct development side, it is an expensive 
game. There is a lot of investment but 
no quick returns. Initially, therefore, the 
Indian biotech sector which is quite 
constrained with funding at this mo- 
ment which tend to follow contract 
and clinical research business mod- 
els, to generate cash flows which then 
could be used for product develop- 
ment etc. 

Having said that, over a period of 
time, while doing this, most of the 
biotech companies will generate the ex- 
pertise and skill sets, and could be ex- 
pected to move up the value chain, spe- 
cifically targeting particular products. 
UP: The two key challenges for product 
commercialization in India’s biotech in- 
dustry are clearly tenuous links be- 
tween academic research and industry 
and dearth of enough venture capital to 
take products from the lab to the mar- 
ket. However, several Indian companies 
are increasingly relying on the 
partnering approach and this is en- 
abling them to circumvent these chal- 
lenges. A good example of this is Regen- 
D (epidermal growth factor), a product 
of a collaborative biotechnology re- 
search effort between Bharat Biotech 
and the Institute of Genomics and Inte- 
grated Biology, an institution under the 
Council for Scientific and Industrial Re- 
search. This makes it an example of a 
successful public-private partnership 


in research, which is in itself a unique 
feature. 

NS: Like pharmaceuticals, the biotech- 
nology sector is also highly regulated. 
Every product has to undergo elaborate 
clinical trials in different phases and 
regulators delay approval even at the 
slightest hint of side effects. It takes 10 
to 12 years and almost $800 mn 
(Rs. 3,500 cr) to bring a new drug to mar- 
ket and the biotech route will only halve 
the cost and reduce timelines by about 
one-third. The approval rate for biotech 
is better at about 5%. So the long gesta- 
tion and high-risk game of product de- 
velopment leads to high initial product 
prices. While the first-in-class drugs 
may be able to command premium 
prices, making them affordable to a 
large cross section of the people glo- 
bally, is a major challenge facing prod- 
uct commercialization. 


How do you see the valuation in the 
Indian biotech industry? 

KME: Indian biotech is all set become a 
hub for the Southeast Asian region and 
soon for the entire globe. The presence of 
premier scientific institutions, talented 
manpower, leadership in IT, huge 
knowledge pool, a vibrant pharmaceuti- 
cal industry and rich biodiversity, sup- 
port from governmental agencies and 
authorities are some of the factors be- 
ing cited as propitious for the growth of 
biotechnology in India. 

Spurred by growing exports and 
vaccine sales, Indian biotechnology 
grew by 40% in the previous year. In the 
fiscal 2004-05, the number of compa- 
nies has grown to 300 approximately 
from the previous 250. Investments 
have climbed up by 31% during this 
year too. 

ND: Currently, if you look at it, there 
are very few companies that are listed 
in the biotech space. Most of these com- 
panies are unlisted. I think Biocon’s 
successful IPO to some extent has 
paved the way for some valuation 
benchmark. Its success in the capital 
markets created excitement on two 
counts: Creating a benchmark of Ven- 
ture Capital (VC) success and estab- 
lished a biotech/biopharmaceutical 
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company valuation. We could be ex- 
pected to see a couple of more IPOs in 
the next two to three years in the 
biotech field, which will eventually es- 
tablish valuations on the sector as a 
whole. 

At this point of time, valuations in 
young unlisted biotech companies in the 
country are still not unreasonable due 
to various reasons. However, as we see 
the industry maturing we could be see- 
ing valuations comparable to the peers 
across the globe and this could happen 
in the next 2-3 years. 

UP: India has strengths in both biotech- 
nology research and bio-manufacturing. 
While a number of biotechnology players 
are developing their own products and 
some niche start ups are focusing on 
breakthrough technologies, a large num- 
ber of companies, including established 
players, are betting on biotech services. 
They aim at building global capacities 
and capabilities to provide contract re- 
search and bio-manufacturing services 
to global companies. 

NS: Indian biotech industry is just about 
five yeers old and started with the 
manufacture of many biogeneric prod- 
ucts. Ncw the industry is investing in 
Research and Development (R&D) to de- 
velop its own products and move up the 
value chain. Like IT services, biotech ser- 
vices is also an advantage area for India 
and dozens of companies are active in 
this field. 


What are the major breakthroughs 
and achievements in biotech industry 
in the last five years? 

KME: Indian biotechnology sector is 
progressing at a steady pace. We are on 
par or even better than with Korea and 
Cuba. 

While India has been practicing con- 
ventional methods of biotechnology, the 
use of modern biotechnology is rela- 
tively new and, therefore, several vital 
issues such as intellectual property 
rights, bio-diversity bill. etc., need im- 
mediate attention. India is taking 
steps to rationalize its policies in order 
to conform to WTO provisions. This has 
not been an impediment to working 
with foreign institutions and compa- 
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nies jointly on projects that are mutu- 
ally beneficial. 

Over the next five years, biotechnol- 
ogy can offer opportunities for fresh in- 
vestment of Rs. 7 to 8 bn in India. This 
fresh investment could result in a turn- 
over of Rs. 9 to 10 bn during the next five 
to seven years. 

Goldman Sachs' predictions show 

that by 2050 India will be the third 
largest economy after China and USA. 
By 2050, India has the potential to oc- 
cupy the first position amongst the 
knowledge producing centers in the 
world. 
ND: On the therapeutics side, major 
breakthroughs and achievements can 
largely be credited to two Hyderabad- 
based companies, Shantha Biotech and 
Bharat Biotech. Also, probably Serum 
Institute of India could also be credited 
with some good work. These companies 
have made some pioneering efforts in 
developing some very critical products 
which otherwise were largely marketed 
by MNCs in the country. Some of the 
products introduce by these companies 
may not be real breakthroughs as they 
are all products discovered/marketed 
elsewhere, in the globe. But, from an 
Indian perspective, they brought the 
products to India, indigenized those 
technologies, and made them viable on 
the cost and pricing front in the Indian 
context. Biocon is similarly making 
some good moves on the insulin front. 

On the agri-biotech side, Metahelix a 
Bangalore-based company is doing some 
quality work on Genetic modification as 
well as hybridization. The company has 
a good pipeline of products and could be 
expected to make a mark in the ag- 
biotech sector in the country. 

UP: India's biotech industry's major 

achievements/breakthroughs may be 

viewed from various standpoints: 

Industry and employment 

* The biotech industry has reached a 
turnover of $1 bn and ‘officially’ 
employs about 12,000 people 

(BioSpectrum-ABLE Survey). 
World-class infrastructure 
e SP Biotech Park and ICICI Knowl- 

edge Park in Genome Valley, AP 

(India’s first world-class bio-cluster). 


Products 

e Several biogenerics successfully 
launched by Indian players—Hu- 
man insulin (Wockhardt, Biocon), 
Streptokinase (Shantha 
Biotechnics, Bharat Biotech) in the 
last few years. 

* Bharat Biotech's Epidermal Growth 
Factor (EGF) launched in 2005 for 
diabetic foot ulcers. 

e Strand Genomics has developed sev- 
eral proprietary visualization tools 
over the last few years which have 
been out licensed to several players. 

Companies 

e Niche biotech start ups such as 
Gangagen Biotechnologies working 
on frontier areas such as phage tech- 
nology have filed patents (an area 
where very few companies in the 
West have succeeded). 

Capital markets 

e India’s largest Biotechnology com- 
pany, Biocon, went public in 2004 
and its IPO was oversubscribed over 
the 32 times. 

Alliances 

e Nicholas Piramal’s alliances with 
leading global biotech majors such 
as Genzyme, Gilead Sciences, 
Biogen Idec, etc. 

e Chiron, the world’s seventh largest 
biotech company and one of the larg- 
est vaccine makers entered into a 
joint venture with Panacea Biotech. 


Regulatory reform 
* India’s National Biotechnology 
Strategy launched in 2005. 


NS: First of all, the fact that India has 
built up a biotech industry in the last 
five years itself is a major achieve- 
ment. Modern Biotech is a young indus- 
try globally too and will complete 30 
years in 2006. It is highly research in- 
tensive and Indian entrepreneurs have 
risked their time and capital to build 
this industry from scratch in the last 
five years. From a few dozens five 
years ago, today there are at least 280 
companies active in the biotechnology 
sector. Many more are scouting for op- 
portunities in biotech. 

The introduction of a Hepatitis B 
vaccine by Shantha Biotechnics, 
Hyderabad, is a major achievement as 
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* Enforcement of IP laws has sometimes been | * Chinese government has invested an esti- 
weak. mated 12 bn yuan ($1.45 bn) between 
Establishment of the State Food & Drug Ad- | 2001-2005 in biotech. 

ministration (SFDA) in 2003. Funding by state-owned firms has been a 
key driver. 




































Draft National Biotech Development Strategy 
has been released. 


* Legislation for creating SEZs for biotechnology 
parks expected. 


New product patent regime. 


Revision of Schedule Y of Drugs & Cosmetics 
Rules, allowing concurrent Phase II/III studies. 


State Venture Capital funds announced by 
Gujarat and Rajasthan. 


* Biotech Parks announced in Gujarat, 
Rajasthan, Himachal Pradesh, West 
Bengal and Punjab. 

Biotechnology Incubation Centre 
(BTIC) in Andhra Pradesh. 

India's first dedicated 'Bio-IT Park’ 
proposed. 
























Earmarked US$5 bn for biotech-related 
projects from 2000 till 2007 under the 
'Biotech 2000' plan. 


Govt. investing a total of US$270 mn in 
genomics, proteomics, and bioinformatics. 
* Korea's government and businesses 
jointly initiate the 'Bio-Star Project’. 


Biotech identified as one of the 10 industries, 
key to Korea's growth in the next decade. 


Goal of raising the country's global biotech 
ranking to 7" from 14^ by 2012. 

* Government passed legislation permitting the 
cloning of human cells. 

Poor enforcement of IP legislation. 















+ BMRC's research institutes now lo- 
cated at Biopolis: 






Biomedical Science (BMS) initiative. 
* Reproductive cloning prohibited; therapeutic 














Bio*One committed a total of S$95 mn in 
16 projects, including both new and 





cloning allowed. follow-on investments. — Bioinformatics Institute, 
* Bio*One's Innovate 'N' Create (INC) — Bioprocessing Technology Insti- 
scheme. tute, 
* BMRC is funding over — Genome Institute of Singapore 
S$53 mn im extramural projects at (GIS), 
Singapore universities, hospitals, and dis- | _ Institute of Molecular and Cell Biol- 
ease centers. ogy, 


— Institute of Bioengineering and 
Nanotechnology, 







Govt. plans to boost annual revenue to US$7.77 bn | « Biotech mega-fund venture company with Hsinchu Biotechnology and Medical 










AK by 2006. an initial capitalization of $1 bn. Park. 
á- * Six-year ‘Challenge 2008’, National Develop- | « $280 mn for setting up “biotech venture | * Southern Taiwan Science Park. 
1 ment Plan. seed funds.” 


11-member strategy consultation committee 
for the biotech industry. 


Biotech identified as one of five core technolo- Several funding programs and tax incen- 
gies to transform Malaysia into a developed | tives originally created to support ICT now 
nation by 2020. available to biotechnology. 
Comprehensive National Biotechnology Policy. 

‘Brain Gain’ program to leverage the expertise 

of Malaysians around the worlc. 

National Biodiversity Policy. 


Source: Beyond Borders, 2005 
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it induced competition in a market India has emerged as a major sup- Immunologicals, Hyderabad, is one of 
dominated by big pharma companies plier of vaccines. Every second child born the largest suppliers of certain animal 
and made it affordable. From about in the world today gets the first shots of vaccines. 

Rs. 800-1000 per dose, Hepatitis Bnow immunization from vaccines made by In fact, today in biotech and pharma 
costs less than Rs. 50. Serum Institute of India, Pune. Indian meetings around the world, India and 
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Indian 
biotechnology 
sector is 
progressing at a 
steady pace. We are 
on par or even 
better than with 
Korea and Cuba. 


— Dr. Krishna M Ella 

CMD 

Bharat Biotech 

International Limited. 4 


China are discussed as the potential 
leaders and competitors of tomorrow. 
‘Made in India’ label has been reinforced 
as a quality product by this sector too. 


What is the role of biotech parks in 
the industry? 

KME: It is biotech parks that can nur- 
ture innovation. They are hubs that can 
facilitate R&D and help make product 
development easier for biotech compa- 
nies with bright, new ideas. The at- 
tempt is to create a stress-free setting 
for scientists and technologists and 
companies from infrastructure worries 
and problems. 

The Indian Government has finally 

realized the potential of nurturing and 
supporting biotech parks and in the 
Union Budget 2005 has been very ‘pro- 
bio’. Initiatives in terms of a Rs. 150 cr 
corpus to fund research in biotech and 
pharma sectors. Development of biotech 
parks is very much on the agenda. 
ND: The establishment of biotech 
parks seeds entrepreneurship and 
helps the growth of the industry. 
Biotech parks in general create more 
excitement and provides incentives to 
potential entrepreneurs with ready ba- 
sic amenities and basic infrastructure 
to get started as a company. Typical 
start up costs could be reduced to an ex- 
tent by setting up a company in the 
biotech park as there are many shared 
facilities and support services. 


UP: Biotech parks provide specialized 
industry infrastructure for biotech com- 
panies by following a cluster approach. 
The geographic concentration of inter- 
connected companies creates synergies 
and brings about economies of scale for 
companies by allowing them to share 
common infrastructure at a reasonable 
fee. Biotech parks promote entrepre- 
neurial growth by minimizing the capi- 
tal investment for start ups. Compa- 
nies are provided built-to-suit sites, 
flatted factories, plug and play research 
facilities at a reasonable cost and are 
encouraged through single window 
clearances and fiscal incentives. 

NS: Biotech parks have the ability to 
provide all infrastructural facilities and 
also create an ambience required for col- 
laborative research and developmental 
work in biotechnology. Biotechnology 
has developed in clusters around the 
world. Essentially, a biopark will ben- 
efit foreign companies and scientist- 
turned-entrepreneurs start their opera- 
tions quickly, as all the support struc- 
ture will be available ready-made at 
the park. 

Indian biotech industry does not 
have the advantage of biotech parks as 
it is a recent phenomenon and less than 
two years old. Almost all the major 
biotech facilities are currently outside 
the park. 

Of course, the recent decision by the 
government to give biotech parks the 
status of Export Oriented Units 
(EOUs) will help biotech companies. 
Various state governments too are 
setting up biotech parks with incuba- 
tion facilities and this network will pro- 
vide more options to the potential 
entrepreneurs. 


What is the contribution of agri- 
biotech to biotech industry? Are the 
institutional investors keen to fund 
agri-biotech projects? Does India have 
any advantage in this sector? 

KME: India is the second largest food 
producer after China, and therefore, of- 
fers a huge market for biotechnology 
products. Transgenics of rice, brassica, 
moonbean, pigeonpea, cotton, tomato 
and some vegetables like cabbage, cau- 


liflower, etc., are already into field tri- 
als. Some of these will be ready for 
large-scale production by 2005. Protein- 
enriched wheat with higher lysine con- 
tent will be introduced in the farmer’s 
field by 2003-2005. The nutraceuticals 
market is valued at Rs. 25,000-30,000 
mn ($532-638 mn) presently in a study 
by Ernst & Young. The genetically engi- 
neered seed market was worth an esti- 
mated $250 mn from a total seed mar- 
ket worth $500 mn in 2001. Marine 
resource development and aqua culture 
also hold a great potential as India 
has more than 8,000 kilometers of 
coastline. 

According to estimations of the De- 
partment of Biotechnology, Govern- 
ment of India, the following areas in 
agri-biotech are likely to garner sizable 
investments. 


Agri-biotech Investment in 
next five years 
(Rs. in mn) 
Biofertilizers 200 
Seeds (Hybrids, GM) 1,500 
Biopesticides 800 


Official sources also estimate that 
Indian agri-biotech will grow at a rate of 
6046 in the current year. 

India is basically an agri-based 

country. Even today 80% of our popula- 
tion depends on agriculture. This is a 
wonderful advantage since we now have 
technological expertise at hand to come 
out with many innovative biotech prod- 
ucts that can help the farmer. 
ND: Agri-biotech is I believe will be a 
key growth driver of India's biotech 
industry eventually. India clearly has 
an advantage to become the leader in 
agri-biotech area especially in 
transgenic products. While the USA 
has clearly an early mover advantage in 
the transgenic space, the complexity in 
which the transgenic technology has 
been dealt with in Europe provides a 
great opportunity for an agrarian 
economy like India to play a leadership 
role in this part of the globe. 

Yes, while in general, there is still 
lack of enthusiasm in funding this 


Chartered Financial Analyst g January 2006 g 49 


Round Table 





space, there are a couple of institutions 
and Private Equity Funds like the one 
we have at Kotak Mahindra, Bank who 
are investing in this space at this stage. 
UP: The total agri-biotech sector in the 
country was estimated at Rs. 330 cr, up 
from Rs. 130 cr in 2003-04. The Bt cot- 
ton seeds sales accounted for 76.7596 of 
this market, bio-pesticides, bioferti- 
lizers and markers accounted for the 
rest. 

Most of the research in agri-biotech 
is publicly funded under various re- 
search programs of the Indian Council 
of Agricultural Research (ICAR). Pri- 
vate institutional investors have been 
apprehensive about investing funds in 
agri-biotech primarily because of the 
controversy surrounding the biosafety 
of GM crops and the associated regula- 
tory risks. Healthcare biotechnology is 
quite naturally considered a safer alter- 
native by investors and hence attracts 
the lion's share of whatever little ven- 
ture capital is available to the Indian 
biotech industry. 

Indian agriculture contributes 
nearly 25% to the GDP and provides eco- 
nomic sustenance to approximately 
70% of the population and is therefore 
crucia! for the growth and development 
of the country. With the production and 
productivity of most crops reaching a 
plateau and the benefits of Green Revo- 
lution having almost dried up, the new 
frontiers of agricultural biotechnology 
offer tremendous potential for increas- 
ing the productivity of Indian agricul- 
ture. Currently, insect resistant Bt cot- 
ton is available to the farmers. The to- 
tal Bt cotton seeds revenues in 2004-05 
was Rs. 253.3 cr, a record growth of 
369% compared to Rs. 54 cr in 2003-04. 
This unequivocally proves that the ac- 
ceptance of GM crops in India is much 
higher than in many other parts of the 
world. 

Other crops in which transgenic 
technologies will be extensively de- 
ployed include rice and several species 
of vegezables. The traits of interest 
would be insect-protection, tolerance to 
drought and other a bictic stresses, tol- 
erance to bacterial and fungal diseases, 
and nutritional enhancement. The re- 
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The establishment 
of biotech parks 
seeds 
entrepreneurship 
and helps the 
growth of the 
industry. 


— Nitin Deshmukh 
Director, ABLE and 

Head - Private Equity, 

Kotak Mahindra Bank. 4 9 


search on modified crops expressing 
proteins of diagnostic and therapeutic 
value is still in its embryonic stage in 
the country. However, these efforts can 
also be expected to reach fruition by 
2020. 

Many seed companies in the country 

are beginning to invest significantly in 
crop biotechnology. Several of them al- 
ready have capabilities to leverage 
Marker Assisted Selection technologies 
to augment their crop improvement pro- 
grams. They are now moving towards 
crop genetic transformation ap- 
proaches, either by building the capa- 
bilities in-house, or by striking partner- 
ship with other institutions. 
NS: Agri-biotech is a new sector and the 
first product commercial approval was 
given only in March 2002 to Mahyco- 
Monsanto’s Bt cotton seed, Bollgard. 
Transgenic cotton seeds have become 
popular among farmers in the six states 
where its cultivation is permitted. And 
the demand outstrips supply. A paral- 
lel economy in counterfeit Bt cotton 
seeds has emerged to take advantage of 
its popularity. Over 1.3 million acres of 
Bt cotton was planted in India in 2004 
and this is one of the hastened adoption 
of a modern technology by farmers any- 
where in the world. 

A vibrant bio agri sector is present 
in India and with the regulatory ap- 
proval for 20 more Bt cotton hybrids, 
the dynamics is changing fast. While fi- 
nancial institutions have not supported 


bio agri sector in a big way, recent gov- 
ernment policies may prompt them to 
fund such companies. 

India certainly has an advantage 
and requirement for transgenic seeds to 
increase productivity to meet the grow- 
ing needs of agricultural products. India 
is a major global player in many agri- 
cultural products and is a net exporter 
of many commodities. Modern technolo- 
gies will increase the competitiveness 
of the product portfolio. 


How is India competing with other 
biotech players worldwide? 

KME: India ranks amongst the top five 
emerging nations in biotech in the Asia- 
Pacific region. According to experts, our 
country is currently ranked third in the 
region after Australia and China. The 
industry is slowly building critical 
mass in skills and capabilities, it is 
clear that biotechnology is the next fron- 
tier for our country. With bio-clusters 
coming up all over the country, Indian 
biotech companies are intently focusing 
on business models, which are realistic 
and enable faster product commercial- 
ization capabilities. 

In the current scenario, the Indian 
biotechnology sector also provides a 
value proposition for bio partnering. 
The successful positioning of India as a 
destination point has already been es- 
tablished as more and more companies 
are looking at our country for 
channelizing their activities. 

To enable such a scenario, policies 
need to focus on areas such as research 
(encouraging industry-academia linkage 
towards discovery) and intellectual prop- 
erty (encouraging patenting culture at 
academic institutes). A clearer regulatory 
framework needs to be set in place to sup- 
port discovery research. The government 
needs to support the establishment of 
centers of excellence for education. 

ND: We have a lot of catch up to do vis-a- 
vis the US and Europe in terms of tech- 
nology. It is almost a decade of differ- 
ence in terms of catching up with the 
US, and a little less than that in terms 
of Europe. Having said that, amongst 
Asian countries, India and China are 
right on top at this point of time. In 
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Healthcare 
biotechnology is quite 
naturally considered a 
safer alternative by 
investors and hence 
attracts the lion's 
share of whatever 
little venture capital is 
available to the Indian 
biotech industry. 


— Utkarsh Palnitkar 
Health Sciences leader, 
Ernst & Young India 
Private Limited. 9 9 
terms of size of the industry, we are cer- 
tainly comparable to the Australian 
Biotech sector, and Japanese Biotech 
sector. So, amongst Asia-Pacific players, 
we would be amongst top three or four. 
UP: It might be too early in India's 
biotech evolution to compare it with the 
developed countries of the West. It would 
be perhaps more fitting to compare it 
with biotech's development in other 
Asian countries. Asian governments are 
investing like never before in biotech, rec- 
ognizing the strategic importance of the 
sector for economic development in the 
21* century. The support of the govern- 
ments in India, Singapore, China and 
Korea, in terms of infrastructure and 
policy, is giving a strong impetus to the 
biotech segment in these regions. 

A quick look at some of the govern- 

ment-backed initiatives across the re- 
gion (See Table). 
NS: As one of the smallest of the 20 ma- 
jor biotech countries, India is certainly 
not competing with anyone in the world. 
The US accounts for nearly 8046 of the 
$91 bn global biotech industry and the 
other 19 countries the rest. 


What are the opportunities and 
challenges for the Indian biotech 
industry? 

KME: Indian biotechnology needs to le- 
verage its strengths such as its large 


pool of scientists, engineers and medi- 
cal professionals, its low-cost research 
and manufacturing base, its clinical de- 
velopment capabilities and its 
biodiversity. 
Opportunities 
The importance of India in the field of 
biotechnology is manifold. In addition 
to generating trained manpower and a 
knowledge base, India is proving to be 
an ideal setting for manufacturing ac- 
tivities and high-level biotechnology re- 
search programs. With the initiatives 
taken by the government, Indian bio- 
technology is poised for a tremendous 
growth. 

e Trained manpower and knowledge 
base; 

e Good network of research laborato- 
ries; 

e Rich biodiversity; 

e Well-developed base industries 
(e.g., pharmaceuticals, seeds); 

e Access to intellectual resources of 
NRIs in this area; 

e Extensive clinical trials and re- 
search— access to vast and diverse 
disease populations; 

e Biodiversity—India’s human gene 
pools offer an exciting opportunity 
for genomic studies; 

* Agriculture being the mainstay of 
the masses translates into a corre- 
sponding growth of the agri-biotech 
sector. 

Some of the leading Indian biotech 
players will make the transition to 
large globally successful companies. In 
addition, mid-size but high value re- 
search focused companies will emerge. 
Others maybe forced to play a low value 
game to survive. 

Innovation-led businesses in India 
consisting of new drug discovery, R&D 
services, will be as large as $5-7 bn by 
2010. India’s current base of the domes- 
tic market, global bulk and generics will 
present an $18-19 bn opportunity by 
2010, up from $6-7 bn currently. 
Challenges 
Building biotech companies is a very 
complex process. To achieve its poten- 
tial in biotech, India will have to over- 
come some significant barriers, includ- 
ing a confused regulatory environment, 


uncertainties about intellectual prop- 
erty protection and the slow pace of inte- 
gration between academic and commer- 
cial science. 

The inherent risks that go with 
biotech industry in India are as 
follows 

Financial support: Biotechnology in- 
dustry, unlike the IT industry is capital- 
intensive. More VCs and financial insti- 
tutions must make an effort to under- 
stand the dynamics of the biotech sector 
and come up with innovative solutions 
that come to the rescue of a 
bioentrepreneur. 

Industrial R&D: Biotech research in 
India is still confined to a large extent to 
the academic and institutional arena in 
our country. Industrial biotech research 
is not being given due recognition. This 
mindset needs to change. Policy makers 
must understand that now Indian 
biotech is ready to come up with solu- 
tions. To exemplify this, let me quote 
the involvement of Indian companies 
and researchers in two of the year’s big- 
gest biotech public policy stories, 
bioterrorism and stem cells. This pro- 
vides signs that the gaps between uni- 
versity lab and commercial markets are 
being bridged. It also illustrates the 
range of biomedical activity underway 
in India. 

Regulatory reforms: The first and the 
foremost agenda for policy makers is to 
initiate regulatory reforms. The need of 
the hour is to have a multidisciplinary 
expert panel to evaluate and approve 
the manufacture of vaccines. What we 
need is a focused approach and speedy 
approval under a single window. 
Trained manpower: This is a growing 
concern. Efforts must be made to stan- 
dardize industry-specific training. 
Creating biotech hubs: The govern- 
ment is considering setting up more 
knowledge parks for promoting R&D in 
biotechnology, pharmaceutical, chemi- 
cal and petrochemicals industries. The 
attempt is to create a hassle-free envi- 
ronment for scientists and technolo- 
gists, and to free corporations and 
multinationals from worries on account 
of customs, excise, labor and power 


supply. 
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ND: At this point of time, a couple of 
issues remain as key challenges in de- 
veloping the Indian biotech sector. One 
of the key is in terms of reforms on the 
regulatory framework. ABLE (Associa- 
tion of Biotechnology Led Enterprises) 
is playing a key role to streamline some 
of the issues on the regulatory side. In 
fact, it was on ABLE's initiatives, com- 
mittees, headed by Dr. Mashelker and 
Dr. Swaminathan for therapeutic 
biotech and agri-biotech respectively 
were formed. Both the committees have 
made some significant recommenda- 
tions which have been largely accepted 
and awaiting implementation. Now it 
is up to the government to take the next 
steps to bring streamline and bring sta- 
bility in the regulatory framework. 

The second issue relates to our own 
image as a country on the IPR (Intellec- 
tual Property Rights) front. Though we 
have done significant efforts to change 
our image on IPR side, there are still 
some misconceptions across the globe 
vis-a-vis how they look at India. The 
challenge for us is to rectify those mis- 
conceptions. 

The third challenge is the lack of 
seed stage funding in terms of venture 
capital to the industry today. With the 
exception of a few Venture Capitalists 
(VCs), most VCs in the country are 
fairly new to this sector and do not quite 
understand the issues, and are averse 
to risk and the gestation periods in- 
volved. This is quite unlike in the US 
and Europe where the gevernment 
played a key role in the development of 
funding institutions for the biotech sec- 
tor and which today has bictech sector 
focused funds. If there is anything that 
can prevent the growth of biotech sector 
to grow from $1 bn to $5 bn in the next 
five years, that would probably be fund- 
ing. This is my biggest fear at this point 
of time. 

UP: Opportunities for the Indian 
W Vaccines, Biologicals and Diagnos- 
tics: $821 mn market 

* Strengths in Recombinant DNA 

Technology 
* Ability to meet International cGMP 

standards 
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* Cost competitive technologies 

W Contract and Clinical Research: 

$100 mn market 

e Globally competitive R&D costs 

* Large scientific skill base 

* Diverse and dense patient popula- 
tions 

e Speed of patient enrollment 

* Availability of medical and para- 
medical professionals 

W Bioinformatics, Proteomics and 

Genomics: $23 mn market 

* Existing expertise in IT/Software 

* Largest human biodiversity with 
nearly 600 well-defined ethnic 
groups 

e Strong Industry-Academia collabo- 
ration in this area. 

W Agri-biotech: $76 mn market 

High quality agricultural scientists 

* Positive response of farmers to GM 
crops 

e Globally competitive seed produc- 
tion costs. 


Some of the Challenges the Indian 

Biotech Industry is Facing... 

* Seed Capital: Lack of seed capital 
continues to be the biggest hurdle in 
the way of biotech innovation in 
India. More concerted steps are re- 
quired from the government and 
industry to clear the funding bottle- 
neck. 

e Need for policy on augmenting train- 
able manpower. There is a dire need 
for updating curricula used in most 
educational institutions and mak- 
ing it relevant to needs of the indus- 
try. 

e Inthe US and other developed coun- 
tries, the academic community pro- 
vides the fuel for the industry to 
work on, but it is not so in India. The 
quality of research input from 
academia in India also has to move 
up to compete with international 
standards. 

* In India, collaborative work between 
industry and academia is wrought 
with difficulties because of stifling 
regulations and culture clash. Com- 
plicated procedures hamper free 
movement of scientists from pub- 
licly-funded institutions to the in- 


éé 


As one of the 
smallest of the 20 
major biotech 
countries, India is 
certainly not 
competing with 
anyone in the world. 


— Naryanan Suresh 
Editor 
BioSpectrum. 
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dustry even though CSIR allows sci- 
entists to pursue entrepreneurship 
opportunities. 

e Excessive regulations surround ani- 
mal testing with the Committee for 
the Purpose and Supervision of Ex- 
periments on Animals playing 
watchdog. 

e With the scope of patentability of 
micro-organisms in the amended 
Patent Act, 2005, still under the 
scanner, IPR protection of some 
biotech innovations still remain un- 
certain. 

NS: As the Indian software industry 

has demonstrated, there is a major op- 

portunity to emerge as a significant 
player in the global biotech arena for 

India. The opportunities will come 

with therapeutic products and vac- 

cines aimed to treat unique disease 
conditions facing the citizens of devel- 
oping countries such as tuberculosis, 

AIDS, malaria, etc. Already Indian 

companies are supplying drugs to the 

global agencies to treat many such dis- 

eases. Not every drug need to be a 

blockbuster with a billion dollar sales. 

But the potential market is very big. 

The challenge is how to leverage India’s 

cost and value advantage by providing 

an efficient regulatory system and 
funding mechanisms to spur the 

growth of this sector. «v 


Coordinated by 
Sailaja Mannava 
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Indian Banking 





Globalization Challenges 


Banks in India must not only prepare themselves to retain their business 
back home, but also to capture business in hitherto unexplored markets by 
competing with their global counterparts. 


lobalization connotes enhanced 
onnectivity among people 
across national borders. The na- 


ture and the pace of globalization will de- 
pend on the combined effect of technology 
and the public policy, both at the national 
and the international level. With the 
growing integration of economies and the 
markets around the world, global bank- 
ing has arrived and is here to stay. Global- 
ization will get further fillip with the 
opening up of financial services under 
WTO. India, being one of the 104 signato- 
ries of Financial Services Agreement of 
1997, is poised to expand the reach of its 
financial services, including banking, on a 
reciprocal basis over many countries. 

The process of globalization will also 
lead to the presence of more international 
players in the banking arena in India. 
Similarly, some of the Indian banks will 
become global players. So, the banks will 
perforce spread their net beyond borders 
in their quest for new markets, custom- 
ers, and profits. Against this backdrop, 
banks in India must not only prepare 
themselves to retain their business back 
home, but also to capture business in 
hitherto unexplored markets by compet- 
ing with their global counterparts. 

Size is not just the problem. Banks 
in India are considered to be lacking in 
necessary products, skill sets on part of 
their human resources, and necessary 
risk management skills to go global. The 
implementation of Basel II norms in 
right earnest is, therefore, critical for 


- P T Kuppuswamy 
Chairman, The Karur Vysya Bank Ltd. 


Indian banks seeking an international 
presence. It is felt that top international 
banks will enjoy lesser capital require- 
ments on the back of their superior risk 
management practices. This will enable 
them to price their products aggressively 
when compared to banks in India. 
Another key issue facing banks going 
global is having a real knowledge of the 
foreign market and making the best 
preparation possible for an entry into the 
same. Banks in India need to be focused 
and disciplined. They need a long-term 
plan, to know what they want to achieve, 
consider the strategic benefits (of going 
global), assess the risks, and identify the 
competencies and challenges. The deci- 
sion to go global must be a strategic deci- 
sion. This global move may be achieved 
through joint venture or an acquisition or 
any other route, but not before analyzing 
carefully the market and competitors. 
The challenges do not stop with success- 
ful market entry. Banks must continu- 
ously evaluate and update their opera- 
tions, and optimize the business pro- 
cesses to remain competitive.RBI has, 
however, prepared sufficient ground on 
domestic turf so that the aspiring Indian 
banks will not be left behind in their bid 
to become truly global players. As 
pointed out by V Leeladhar, Deputy Gov- 
ernor, RBI, in a speech delivered to 
Kanara Chamber of Commerce and In- 
dustry, Mangalore, in March 2005, In- 
dian banking sector has already imple- 
mented internationally followed pruden- 


[The opinions and views expressed in this paper are those of the author and do not represent the opinions/views of the Karur Vysya Bank Ltd] 


tial accounting norms for classification 
of assets, income recognition, and loan 
loss provisioning. The banking sector in 
India now complies with transparency 
and disclosure norms comparable with 
the best international practices. 
India complies with almost all the Core 
Principles of Effective Banking Supervi- 
sion propounded by the Basel Commit- 
tee. RBI is very keen to implement 
Basel II norms in India for all the banks, 
instead of making it mandatory only for 
‘internationally active’ banks as pro- 
vided for by the Basel and followed by 
even countries like the US. A road map 
has also been prepared for Basel II 
implementation. This should instill the 
much-needed confidence for domestic 
banks to go global. Developing countries 
face many challenges in managing the 
process of globalization. The public 
policy has to manage this process by en- 
suring a trade-off between benefits to its 
citizens and the risks it entails to the 
domestic economy. The major risk faced 
by emerging economies like India, is the 
contagion effect, the impact on the finan- 
cial stability in home country due to the 
developments totally outside its policy 
ambit. The conduct of the monetary 
policy by the RBI will become more com- 
plex. 

The process of globalization may 
hamper credit flow to the farming sector 
as well as Small and Medium Enter- 
prises. In the US, the Small Business 
Administration’s (SBA) Office of Advo- 
cacy conducted a study entitled “The Ef- 
fects of Mergers and Acquisitions on 
Small Business Lending by Large 
Banks”, focusing on the lending activities 
of the 50 largest bank holding companies 
in the US. The SBA found that as these 
banks grew larger, they did less small 
business lending. 

Notwithstanding the challenges, glo- 
balization cannot be wished away. In 
fact, if we manage the challenges effec- 
tively, as we did in the last decade in the 
wake of liberalization, India may well be 
on course to achieving global supremacy 
in banking sector as well as in technology 
and pharmaceutical sectors.“ 
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Microsoft 


The Changing Face 





Microsoft is undergoing transition 
and is preparing itself to fight back 
increasing competition. 





The so-called deadly threat to 
Microsoft has been talked about every now 
and then. It happens every two years. 

— Bill Gates 
Founder and Chairman, 
Microsoft. 


world’s largest software com- 
p*ny, Microsoft, has just turned 
30, and its flagship software, 
Windows, turns 20. Microsoft is set to 
launch new versions of various products 
in its portfolio. While these are reasons 
enough for the software giant to rejoice, it 
also understands that it is presently sit- 
ting on a powder keg with increasing 
competition from newer companies. 
Hence, Microsoft has embarked on a 
transition phase and is making efforts to 
revamp its structure, services, and 
image to combat the coming ‘second 
Internet revolution’. 
Bill Gates, Founder and Chairman of 
Microsoft, in an internal e-mail dated 
October 30, 2004, urged the company to 
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better leverage Web-based software and 
services to compensate for missed rev- 
enue opportunities grabbed by novel 
competitors like Google, Salesforce.com 
and Skype Technologies (recently ac- 
quired by eBay). He spoke about the 
need to change the company’s approach 
towards the software market, concen- 
trating more on online services and the 
ad-supported model that its rivals have 
championed. Gates wrote, “The next sea 
change is upon us.” In the e-mail, he pre- 
dicted that the coming ‘services wave’ 
will greatly disrupt the software indus- 
try. The e-mail also included a detailed 
memo by Ray Ozzie, Chief Technology 
Officer of Microsoft. Ozzie confessed to 
the company’s slow development of an 
Internet strategy. He also accepted that 
Google’s focus on Web search has helped 
it gain a strong foothold in the market. 


Microsoft revamped 
The software giant has consolidated its 
seven business divisions into three— 
Platform Products and Services Divi- 
sion, Business Division, Entertainment 
and Devices Division, though they would 
still be reported as seven business units 
for the purpose of financial reporting. 
Platform Products and Services Divi- 
sion includes Windows Client and the 
MSN portal, and focuses on delivering 
more services over the Internet. 
Microsoft’s platform strategy has been 
the major reason for the giant’s success. 
Now, with MSN’s inclusion in the Plat- 
form group, it is clear that MSN and the 
Internet services will form an integral 
part of Microsofts future platform. This 
division will be led by Kevin Johnson and 
Jim Allchin (retiring at the end of this 
year) as co-presidents. The Business Di- 
vision aims at development of software 
products and software-based services, 
and is led by Jeff Raikes as its President. 
The mobile business is now included in 


the Entertainment and Devices Division 
already dealing with Xbox and TV initia- 
tives. This division will help the company 
to focus on the entertainment products 
and services and is led by Robbie Bach 
who is responsible for the video game con- 
sole Xbox and Xbox 360. 

This revamping of Microsoft's organi- 
zational structure comes in the light of 
criticism that it has become too big and 
complex to respond quickly to the increas- 
ingly changing market of technology. 
Steve Ballmer, CEO, Microsoft said, 
"These changes are designed to align our 
business groups in a way that will en- 
hance decision-making and speed of ex- 
ecution, as well as help us continue to de- 
liver the types of products and services 
our customers want most." He also said 
that the company would now focus more 
on the Web and Internet-related services. 
Though the impact of reorganization is 
being touted to be very positive for the 
company, some analysts feel that it 
would hardly change the internal habits 
and behavior of the employees. Rob 
Enderle, Principal Analyst, Enderle 
Group opines, “Certainly the restructur- 
ing will help by forcing groups that should 
have been working together to work to- 
gether again. However, this is just a be- 
ginning and the behaviors are not part of 
Microsofts culture, breaking internal turf 
habits are typically very difficult and that 
should be the case here as well." 


Winner in challenging times... 

This is for the second time in a decade 
that Microsoft is planning for a major 
change in its strategy. In 1994, the 
Redmond-based giant faced a threat 
from Netscape, similar to that of Google 
today. Microsoft's operating system was 
threatened by Netscape's Web browser 
that cost each user $39.95 and would en- 
able applications like word processors 
and spreadsheets through centralized 
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Internet servers instead of hard drives of 
users desktops. This would reduce the 
need for Windows or MS Office, thereby 
eating up Microsoft's business. But little 
did Netscape realize that the tech giant 
would get back with a bang! Microsoft 
developed its own browser which was of- 
fered free with Windows. That was the 
end of Netscape's browser and it had to 
be sold to AOL. 

Earlier in 1988, Lotus's 1-2-3 spread- 
sheet program was the market leader 
with 70% share while Microsofts Excel 
had a meager 15%. But by 1997, it was 
the other way round and today Lotus 1-2- 
3 is history. Similarly, in 1986, both Word 
and WordPerfect had a market share be- 
low 20% but by 1997, MS Word's share 
rose to a whopping 80%! What Microsoft 
did was, it took advantage of its operating 
system Windows and integrated it 
seamlessly with MS Office. Neither Excel 
nor Word had significant differences with 
Lotus 1-2-3 or WordPerfect respectively. 
It was rather the business model and 
strategy adopted by the titan that made 
a difference. As Fortune magazine puts 
it, “It [Microsoft] won by attacking com- 
petitors business models, not their tech- 
nology." Currently, Microsoft rules the 
desktop space with MS Office that in- 
cludes Word, Outlook, Excel, and Power 
Point—94% of the world's computers run 
on Windows. 


Goggling at Google 

However, Google, the leading search en- 
gine company, seems to be a different 
cup of tea all together for Microsoft. 
While Microsoft considered Web search 
as not much of a moneymaking bet, 
Google gained millions of users (and dol- 
lars as well) through its dedicated search 
engine that gave accurate results and 
more importantly was easy and simple 
to use. And nor did it irritate users by 
asking questions at every opportunity! 
The clean and colorful page added to its 
attractiveness. Slowly but steadily, 
Google became a household name. Then 
came extra features like search for im- 
ages, newsgroups, the search toolbar, 
news feature, mapping functions, and 
many other useful features. Perhaps, it 
would not be wrong to say that Microsoft 


did not even realize as to when Google 
became the market leader of Web search 
beating Yahoo! too. 

In fact, Google is doing all this right 
under the nose of Microsoft, in the sense 
that Googleplex is situated very close to 
the Redmond-based giant. Perhaps, 
Google plans to beard the lion in its den. 

The co-founders of Google, Larry Page 
and Sergey Brin, themselves might not 
have imagined the kind of success that 
they have achieved. What started off as 
an effort to develop a Web search engine, 
has now become a provider of a host of 
other services. Google already provides 
services like Gmail, Google Earth, 
Google Adwords, and Google Print. How- 
ever, Google Earth and Google Print have 
been controversial due to security and 
copyright issues respectively. 

Adwords is a major revenue source 
for Google. The company gets 98% of its 
revenues from search-based ads. Accord- 
ing to estimates, the current $15 bn 
online advertising market could grow to 
$150 bn within a decade as the technol- 
ogy that links advertising to relevant 
content goes beyond search into other 
forms of media such as TV delivered over 
the Internet. “It’s a big number, but it’s 
not unreasonable", says Ozzie. MSN's 
share of the US search engine market is 
14% while that of Google is around 50%. 
The online search market is booming 
with 44% growth in searches last year. 
Gates recently announced that they will 
come out with a search engine that would 
be “better and faster than Google." With 
Microsoft pouring in millions of dollars 
to better its search engine it remains to 
be seen if it can finally match with 
Google's search prowess. 

Yet another big blow comes to 
Microsoft - courtesy Google. Time 
Warner has decided to sell a 596 stake in 
America Online (AOL) to Google, brush- 
ing aside Microsoft's aggressive ad- 
vances to become its advertising part- 
ner. Microsofts MSN was also trying to 
strike a deal with Time Warner that 
would make MSN the world's leading 
internet portal. It would also help the gi- 
ant to fight its biggest problem- Google 
and would also potentially deprive it of 
11% of its revenue in one strike. How- 


ever, Google has won this bidding race 
finally, thereby leaving Microsoft in a 
quandary. 

Talk is rife that Google may as well 
enter into major services like operating 
systems and Web-based applications 
like office suite and browser. If this is to be 
believed, then it means that Google would 
eat up Microsoft's share in the basic ser- 
vices that the giant provides. It seems to 
be aiming at reducing the IT goliath's 
presence in the software as well as desk- 
top market. This would spell doom for the 
biggest IT company on the face of Earth. A 
Microsoft executive told Fortune maga- 
zine, “Here Microsoft was spending $600 
mn a year in R&D for MSN, $1 bn a year 
for Office, and $1 bn a year for Windows. 
And Google gets desktop search out be- 
fore us? It was a real wake-up call. It was 
the first time many people in the corpora- 
tion understood that Google was more 
than just a search engine." 

However, products and services are 
not the only area where both the firms 
are concentrating. It is well-known that 
in the field of technology too, human re- 
sources play an integral part. Right kind 
of people with the right skills is needed 
to drive the business of technology. In 
fact, the two giants are leaving no stone 
unturned to recruit and retain the best 
talent available. As David A Vise 
(Pulitzer prize-winning reporter for the 
Washington Post) puts it in his book The 
Google Story, “given their relative 
strengths in differing businesses and 
technologies, the struggle between 
Google and Microsoft was not primarily 
about market share, browsers, computer 
operating systems, or whether only one 
of the two companies ultimately would 
survive. The real battle being waged was 
over recruiting and retaining the bright- 
est technologists in the world." According 
to him, this was the 'key variable' that 
would ultimately determine as to which 
of the two companies had the "greatest 
capacity to identify and solve the most 
interesting and important new prob- 
lems in the Internet Age." One of the top 
executives of Microsoft being poached by 
Google and then Microsoft suing the 
search engine as well as the executive, is 
one of the instances which clearly depicts 
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Do you think that the restructuring 
that Microsoft is undergoing will help 
it regain its past glory? 

The restructuring was minor, and had 
very little to do with streamlining the 
business, despite what Microsoft said 
and the media reported. Microsoft still 
has seven business units for purposes 
of financial reporting. Before the reorga- 
nization, several ofthese business units 
already reported up to a single boss— 
for example, Windows Client (the desk- 
top OS) and Server & Tools (Windows Server, SQL Server, Visual Studio, 
etc.) both had their own leaders, but those leaders reported to Jim Allchin. 
So in some sense, they were already ‘streamlined.’ 

All that really happened was that MSN moved nto the same large 
group (Platform Products and Services) as Windows and server applica- 
tions, and the mobile business moved into the same large group (Enter- 
tainment and Devices) as the Xbox and TV initiatives. Also, Jim Allchin 
announced his retirement, and the company said Kevin Johnson would 
replace him. 


What according to you are the major internal and external problems 
that Microsoft is facing currently? 

The biggest intemal problem | see is the challenge of coordinating so many 
different product groups to ensure that they're working towards the same 
broad goals. There has been a lot of talk about bureaucracy and so on, but 
| don’t think it’s worse at Microsoft than at any other large company. In fact, 
Microsoft is better than most large companies—product groups have a fair 
degree of autonomy and control, and are often allowed to compete inter- 
nally with similar products or technologies, allowing the market to decide 
which is best. 





In its battle with Google, the most important thing Microsoft can do is to build an advertising platform that will let 
businesses of all sizes place contextual advertisements across all Microsoft online properties. 


— Matt Rosoft 
Lead Analyst, Directions on Microsoft: 
The Independent View of Microsoft Technology and Strategy. 


Externally, the biggest problem is maintaining the revenue growth in its 
core businesses—Windows, MS Office, and servers. Expanding into new 
geographies such as India and China is critical to this effort, but these are 
new markets for Microsoft and must be handled differently. There are chal- 
lenges regarding pricing, piracy, and heavy competition from open source 
software, among other things. 

| think the threat from Google is greatly exaggerated. It's part of 
Microsoft's culture to be paranoid, and | suppose Google could come 
out with a hosted desktop productivity suite that would compete with 
Office. But how would Google make money from such an initiative? By 
selling advertisements? And would corporate customers accept viewing 
advertisements in exchange for a free Office suite? | don't think so. 
Nonetheless, Microsoft is making a lot of moves to impact Google's 
revenue stream. 

More generally, Microsoft is worried about online services eliminating 
the need for software upgrades. The Windows Live and Office Live an- 
nouncements were very early steps toward building an online services 
business; but, it's still too early to judge how serious Microsoft is about this. 
Ideally, they could eliminate the threat from Google and other companies 
without giving up their core software businesses. Software has much 
higher margins (today at least) than online services do. 


Will :he organizational restructuring and consolidation from seven to 
three business units work to Microsoft's advantage? 

As noted earlier, Microsoft did not really consolidate from seven to three. The 
real move was taking MSN from a standalone unit and trying to coordinate 
it better with the Windows and Server businesses. 

Microsoft continues to have seven business units for financial reporting 
purpases. Those businesses still have their own leaders. This has not 
changed, and will not change at least through FY06 (June 2006). Here, is 
a quick rundown of the old and new structure, looking at the seven busi- 
ness units, their leaders, and who they report to: 


the significance of employees and the re- 
cruiting (and retaining) battle that both 
companies are presently engaged in. 


Tough cookie 

While Google may be giving a tough time 
to the Microsoft, it cannot be forgotten 
that Microsoft has always emerged as 
the winner in situations like these. The 
more daunting the situation, the stron- 
ger Microsoft becomes. And it has 
enough reasons to come out of the chal- 
lenge suecessfully. The deep pockets of 
Microsoft are capable enough to even 
takeover or buy some of its rivals. It even 
has the capability to easily replicate 
what its rivals are doing, and has done it 
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before, successfully. Consider this: With 
$40 bn in revenues, Microsoft is nearly 
10 times the size of Google. It has $40 bn 
cash revenue, an annual net income of 
$:2 bn-plus and operating margins 
above 3046, courtesy its core products 
like Windows, MS Office, and other 
server products. In fact, Microsoft out- 
earns any other technology company ex- 
isting today. 

Itis also turning a new leaf by becom- 
ing friends with its longstanding foes. It 
recently tied up with Yahoo!—a long 
time rival—to link up the two firms' in- 
stant-messaging systems. Microsoft 
also ended a long-running dispute with 
RealNetworks, a media-playback soft- 


ware maker, by agreeing to pay a sum of 
$76 mn. As Enderle opines, “Microsoft’s 
strength remains their ability to partner 
and partner well. They lagged in this 
area around the turn of the century, but 
have reversed that trend recently and, 
now, are showing renewed strength in 
this area. This is how they beat IBM in 
the 1980s and early 1990s, and Google 
will clearly need to step up to the threat 
this represents." Therefore, burying the 
hatchet with its old enemies will indeed 
help Microsoft to a great extent. 
Microsoft's MSN is also trying to buy 
controlling stakes in Time Warner's 
America Online (AOL) that would make 
MSN the world's leading Internet portal. 


am 
bem ce 


OLD: 

a. Windows Client (Will Poole), Server and Tools (Eric Rudder), and Mo- 
bile and Embedded (Pieter Knook) reported to Jim Allchin. Allchin 
reported to Steve Ballmer. 

b. Information Worker (Jeff Raikes) reported to Steve Ballmer. Prior to 
2004, Microsoft Business Solutions (Doug Burgum) reported to 
Raikes; from 2004 to 2005 he reported direct to Ballmer, but this was 
only temporary. 

c. MSN (David Cole) reported to Ballmer. 

d. Home and Entertainment (Robbie Bach) reported to Ballmer. 

NEW: 

a. Windows Client (Poole), Server and Tools (Bob Muglia replaces Eric 
Rudder), and MSN (Cole) report to Jim Allchin and Kevin Johnson. 
Johnson will replace Allchin when Allchin retires near the end of 2006. 
The big change here is that Mobile moved out, and MSN moved in. 

b. Information Worker (Raikes) reports to Ballmer. Business Solutions 
(Burgum) reports to Raikes. No major change here. 

c. Home and Entertainment (Bach) still reports to Ballmer. Mobile and 
Embedded (Knook) reports to Bach. The major change here is that 
Mobile moves into this group. 


Microsoft is tying up with its old rivals like Yahoo! Do you think this 
move will help Microsoft in battling Google? 

In its battle with Google, the most important thing Microsoft can do is to 
build an advertising platform that will let businesses of all sizes place contex- 
tual advertisements across all Microsoft online properties. Microsoft is do- 
ing this—the product's called adCenter—it's already live in Singapore and 
France, and will go live worldwide in 2006. Once they do this, Microsoft 
should be able to immediately capture part of the growth in advertising 
revenue that has fueled Google. Recall that Google has only one business: 
Selling advertisements. 

The tie-up with Yahoo! was merely about instant messaging 
interoperability. Yahoo! is still a major competitor for advertising dollars, just 
like Google. | think both companies thought it would be in their interest to do 
this—both are going after AOL, which has a lead in instant messaging in the 
United States. 





Microsoft 


What steps according to you should Microsoft take to improve its 
growth rates and to fight back its competitors? 
| think they're largely doing the right thing: Continue trying to expand the core 
businesses overseas, continue to invest in new businesses, including online 
services (advertising and subscription), console gaming, cell phones, TV, 
and honzontal business applications (Microsoft Business Solutions). 

Some of these initiatives will fail, but Microsoft will come back again and 
again, until they get them right. As long as the core businesses remain 
strong, Microsoft has a lot of leeway to compete in other areas. 


Do you think a makeover for Microsoft was really needed at this time? 
There was no makeover. The company’s core strategy is still the same: 
Expand the existing businesses, and invest in a lot of new businesses 
(including online services; Windows Live and Office Live are just new brand 
names for some ideas that have been around at Microsoft for many years). 


Any other comments? 

In the late 1990s, the media and Wall Street greatly exaggerated Microsoft's 
power. The company was able to beat many competitors such as Novell and 
Netscape and Sun, but this was partly due to missteps from the competitors. 
Other companies that Microsoft has targeted, such as Intuit, Adobe, and 
RealNetworks, are still in business and doing well. Similarly, online competitors 
such as Google, Yahoo!, and SalesForce.com, have shown that Microsoft did 
not dominate the Internet as people feared it would do. 

In contrast, today, | think the media and Wall Street are greatly exagger- 
ating Microsoft's demise. The company has $40 bn in cash, it generates $1 
bn per month in free cash flow, it has two near-monopoly businesses 
(Windows client and Office) that are still growing (more slowly than they 
used to, but 7% growth on a $10 bn business with 80% margins is pretty 
amazing), one large and fast-growing business (Servers) that's slowly 
taking market share from established leaders like Oracle and IBM, a new 
online services push that could lead to new revenue there, a commitment 
to turn the Xbox into a profitable business in two years or get out altogether, 
and a lot of other interesting new products and technologies. 

Microsoft takes a very long view of its business. The executive leaders 
are much more concemed about the 10-year and 50-year time frame than 
the next quarter or year. 


It would also help the giant to fight its 
biggest problem — Google, and would 
also potentially deprive it of 1196 of its 
total revenue in one strike. Google is also 
in the bidding race and it remains to be 
seen as to who wins it finally. It is a 
known fact that anti-trust issues played 
spoilt-sport with Microsoft. Its many ri- 
vals filed antitrust suits on the software 
giant that cost millions and billions of 
dollars to it. In the year 2004, the EU 
Commission fined Microsoft $613 mn 
(the heaviest in European history to 
date) and also ordered to unbundle the 
Media Player software from Windows. 
The company was punished for violating 
European Union antitrust law and for 


not providing the information to rivals to 
compete fairly in the market for server 
software. Microsoft was even accused by 
Sun Microsystems for taking Java prod- 
ucts and tweaking them so that they 
would run better on its Windows operat- 
ing system. Last year, Microsoft settled 
the lawsuit with Sun for nearly $2 bn. 
Therefore, the tech-goliath knows that 
its wings are clipped due to its huge size 
and now puts every step with extra care. 


alive and kicking? 

The new products in the pipeline are defi- 
nitely something the company can look 
forward to change its fortunes. It has em- 
barked on a Windows ‘Live’ era with vari- 


ous new live products and services in the 
offing like Live.com beta, Windows Live 
Mail beta, Windows Live Safety Center 
beta, Windows Live Favorites beta, Win- 
dows Live Messenger beta, Windows 
OneCare Live beta, and Windows Live 
Search beta-mobile. Gates said that this 
initiative, called ‘Live’, reflects a new era 
that fuses software and service capabili- 
ties delivered through the Internet. “Ev- 
ery year, we look at our strategy and make 
these big bets”, said Gates. “This is a 
revolution in how we think about soft- 
ware.” Windows Live will allow users to 
integrate their personal interests, viz., 
e-mail, contact, instant messenger, and 
other Internet-based services. 
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Microsoft's online e-mail service, 
Hotmail, is being replaced by Windows 
Live Mail (formerly code named 
‘Kahuna’) and will offer a storage space of 
2 GB (same as Google's current 2 GB) 
while Windows Live Messenger is the 
new name for the MSN Messenger. They 
are expected to come out early this year. 
While Microsoft is quick to say that 
these services will be a completely new 
experience, some analysts feel that they 
are just rebranded product and service 
extensions. 

Its long awaited operating system 
Vista (previously code named Longhorn 
and was to be out in 2003) will hit the 
market in mid-2006. The company is ex- 
tending its complete portfolio of online 
services like e-mail and also introducing 
new features like RSS (Really Simple 
Syndication), a Web syndication tool. 

Its new video game console Xbox 360 
(Xbox 360 redefines what power means’) 
too will hit the market very soon. Going by 
the public responses, these products have 
created much enthusiasm in the market. 
Therefore, search is not the only area 
where Microsoft is focusing on. The soft- 
ware titan has come out with Microsoft 
Virtual Earth to compete with Google 
Earth, a software that offers maps and 
satellite images for complex or specific 
geographic searches. Microsoft also offi- 
cially released its much awaited SQL 
Server 2005 that promises to offer better 
features at a lower price than Unix-based 
Oracle database and IBM's DB2. 


the nettle? 

Considering Microsoft's history, its 
strategy has been to follow and better 
the competitors' available products with 
innovation. It rarely has led through vol- 
unteering. It has done so in the past and 
did it successfully as well. It could well 
happen currently too. But Google seems 
to be putting each step with enough care 
and little resembles any of Microsofts 
earlier competitors. Google, with its 
Internet-based architecture and pen- 
chant fcr developing free software with 
no cost of distribution and marketing, is 
a different game altogether for Microsoft. 

Microsoft is now a mature company 
hitting middle age. Though sales are up 
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by 73% in five years, profits are up only by 
30%. In the last fiscal year, sales rose only 
about 8%, and this was the first time the 
company ever reported less than double- 
digit growth. While these are not really 
bad figures as such, it definitely means 
that the growth rates have mellowed 
down compared to previous soaring ones. 

Microsoft relies on Windows and a 
suite of desktop applications (launched 
almost a decade ago) for 80% of its sales. 
But, newer ventures like the Xbox 
videogame machine, the MSN online 
service, the wireless and small-business 
scftware, have wrung in losses worth $7 
bn collectively, in four years. While its 
competitors are continuously innovating 
themselves and every other day come up 
with a surprise (or rather shock for 
Microsoft) product or service, Microsoft is 
still slow to innovate and this is costing 
it dearly. Nevertheless, the software 
goliath is known for its guerilla tactics as 
well. It can never be predicted as to how 
the giant might strike back and blow its 
competitors away. 

While some analysts feel that the 
Microsoft has become ‘muscle-bound 
and bureaucratic', others feel that 
Microsoft is in fact better than many 
large companies because it allows its 
product groups a fair degree of autonomy 
and control. Matt Rosoff, Lead Analyst, 
Directions on Microsoft opines that the 
greatest internal problem the company 
is dealing with is that of coordinating the 
many different product groups so that 
they're working towards the same broad 
goals. Long and laborious strategy ses- 
sions, endless business reviews, meet- 
ings and job evaluations, and conflicts 
among divisions are internal problems 
that the company is facing, resulting in 
delayed product releases. In fact, 
Microsoft is facing similar problems 
that its earlier rival IBM faced in the 
late 1980s. And regarding the biggest 
problem externally for Microsoft, Rosoff 
says, it is to maintain revenue growth in 
its core businesses— Windows, MS Of- 
fice, and servers. Open Source software 
or free software is also a great cause of 
concern for Microsoft. 

The software giant has also adopted 
a three-pronged strategy of ‘Products, 


services, and pricing to target Small and 
Medium Businesses (SMBs). Microsoft, 
being a large company, faces difficulty in 
dealing with SMBs as the cost of sales is 
relatively high and the channels are 
vastly different than large enterprises. 
Enderle opines, ^Microsoft has acquired 
or built specialized products for the seg- 
ment, created specialized services that 
can be delivered through those unique 
channels, and formulated pricing pro- 
grams that are designed to appeal to the 
SMBs." 

Some experts opine that the tech-gi- 
ant needs to focus on the needs of the cus- 
tomers and has to do an image makeover 
to change the way its customers perceive 
it. Enderle opines, “Microsoft is already 
improving its customer focus but it des- 
perately needs to improve its image. Cur- 
rently, Microsoft's competitors have more 
to do with how Microsoft is perceived than 
what Microsoft does. They may be getting 
some help from Google which seems to 
believe, increasingly, that rules don't ap- 
ply to them." Microsofts slogan for its new 
OS Vista is “Clear, Confident, Connected: 
Bringing clarity to your world." This per- 
haps sums up what Microsoft needs to 
focus on. 

Perhaps, the following quotes from 
the CEO of the company reflect 
Microsoft's urge to beat the competition 
and once again rule the roost in all ar- 
eas. Ballmer said, ^We have won on the 
desktop. Now we really are going to win 
on the Web." He further adds, ^We will 
invest in R&D, we will invest in market- 
ing, and we will invest in sales and ad- 
vertising. We will do anything that we 
need to and we will keep coming back 
*till we get what we are looking for." Per- 
haps, this is what is known as fighting 
spirit! While it remains to be seen who 
wins this battle of Web portals and 
search engines— with the software ti- 
tans trying to better each other's prod- 
ucts with continuous innovation —for 
now, the customer is the king. «^ 


N Janardhan Rao 
and Feroz Zaheer 
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Delphi 


Bankruptcy Blues 





Delphi, the biggest auto supplier in 
the US has filed for bankruptcy. That 
is no good news for General Motors, 
Delphi's former parent. 


We tock this action (bankruptcy filing) 
because we are destined to achieve competi- 
tiveness for Delphi's core US operations, 
and the key to accomplishing that goal is 
reducing these costs as soon as possible. 

— Robert Miller 
Chairman and CEO, 
Delphi Corporation 


ust six years after it was spun-off 
from its parent company General 
Motors (GM) Delphi became the 
15 largest US company to file for 
bankruptcy in the last three years; 
Delphi is the largest automobile compo- 
nent supplier and the third auto parts 
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supplier in the US to file a case for 
bankruptcy under Chapter 11 of the US 
federal bankruptcy law for reorganizing 
its business. The company follows auto 
interiors producer Collins & Aikman 
Corp and auto-body frames producer 
Tower Automotive Inc. who also took 
the Chapter 11 route in early 2005 to 
restructure and reorganize their busi- 
nesses. 

The Michigan-based company owns 
31 plants in 13 states and employs 
50,000 workers in the US. Out of these, 
24,000 workers are represented by the 
UAW (United Autoworkers), a union 
which Delphi inherited after it sepa- 
rated from GM, and has turned out to be 
its nemesis. It incurred losses of $4.8 bn 
in 2004 and nearly $750 mn in the first 
half of fiscal 2005, which forced to file 
for bankruptcy protection. The petition 
included 38 of its domestic subsidiar- 
ies. However, its non-US subsidiaries 
are not considered for the case. How bad 
the companies’ financials were could be 
understood from the fact that its assets 
worth $17 bn were far outweighed by 
the $22.2 bn debt. Its ever-increasing 
labor costs and competition at the glo- 
bal as well as domestic level didn’t help 
either. And Delphi’s unfunded pension 
liability totals $4.3 bn. Delphi’s bank- 
ruptcy is no good news for GM either as 
it now is liable to pay close to $11 bn as 
pension and healthcare cost for Delphi’s 
union employees as per the agreement 
between the two firms at the time of 
Delphi's spin-off. 


The GM factor 

Though the spin-off agreement with its 
parent company, GM, in 1999, was de- 
signed to make Delphi an independent 
entity, the terms and conditions of the 
agreement left them intricately linked. 
Delphi had to employ workers as per the 
terms of the agreement between GM 


and UWA, which required workers to be 
paid a fixed wage of $27 per hour, al- 
most double in comparison to what 
competitors paid to their workers. 

Added to this, it had to pay full wages 
and benefits amounting to $400 mn a 
year to the laid-off workers in job banks a 
result of an extraordinary agreement be- 
tween UAW and the auto manufacturers 
in 1984 that made it mandatory for the 
auto makers to pay uniform wage rates 
to all the workers who are members of 
these banks, irrespective of whether they 
are employed or not. 

The contracts with UAW will expire 
in 2007. But for Delphi, these labor 
costs, along with the high costs of steel 
and raw material, had slowly begun to 
affect its financials as the market be- 
came more and more price competitive 
and ultimately it had to file for bank- 
ruptcy. 

But GM’s role in the whole crisis 
doesn’t end here. The auto giant was 
the largest contributor (70%) to 
Delphi’s revenues and when it decided 
to slash production due to falling sales, 
Delphi’s over-dependence on GM was 
exposed. Delphi’s inability, after spin- 
off, to obtain substantial contracts 
from other car manufacturers around 
the world proved to be fatal. 

The company was selling at low or 
even negative margins to GM. As GM’s 
contribution went down to 50%, 
Delphi’s woes were aggravated, and it 
went into crisis management mode. It 
tried to negotiate with GM and UAW 
on the labor cost issue, but in vain. 
Delphi would have to bear the high la- 
bor costs till September 2007; given 
the companies financial conditions, 
this would be disastrous. It proposed 
to cut the pay for long-time workers to 
$10 an hour. However, nothing positive 
has come out of these negotiations so 
far. 





Delphi 
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Automaker-wise Share in Delphi's Revenues (%) 





The failure to win concessions from 
the union and the financial aid from the 
former parent company, GM, led Delphi 
to file for bankruptcy. According to the 
officials of the company, it was in the 
interest of the company to solve the is- 
sues relating to the costs through the 
route of Chapter 11, which unlike Chap- 
ter 7 allows the companies to reorganize 
and restructure their businesses, in the 
court as the liquidity position of the 
company is strong. 


The way out 

Delphi took the Chapter 11 route keep- 
ing in mind the long-term perspective. 
Considering its poor financial condition 
that mainly was a result of the high la- 
bor costs, this seems to have been the 
only way to resolve its longstanding 
legacy issues. For the other two parties 
involved, namely, GM and the unions, a 
lean and focused entity means a better 
future. 

As of now, the company plans to fi- 
nance its global operations from a total 
of $4.5 bn debt and form a debtor-in- 
possession financing of $2 bn from a 
group of lenders that is being led by JP 
Morgan Chase Bank and Citigroup Glo- 
bal Markets Inc. 

Delphi, GM, and UAW plan to con- 
tinue with their negotiation on lowering 
their labor cost. Delphi has asked UAW 
to cut the wages to $10-$12 (50%), re- 
duce the cost on healthcare benefits and 
vacation time. It has asked for an elimi- 
nation of the job banks too. By cutting 
its US manufacturing operations and 


reducing wages and benefits through 
the changes made in the labor agree- 
ments, the company plans to come out 
of bankruptcy by mid-2007. 

After filing for bankruptcy it could 
shift at least a part of its pension li- 
abilities to the federal government. 
And if Delphi gets a favorable verdict 
from the court it may end up paying 
lower wages and benefits for the UAW 
and get higher prices for its parts from 
GM. But for now, as the negotiations 
between the management and the 
workers union progress, the fate of 
34,750 hourly-wage workers hangs 
precariously. 

Delphi paid pension benefits of $472 
mn in 2004, and estimates that these 
payments will escalate to $900 mn by 
2009. These amounts are also likely to 
increase as a result of the accelerated 
headcount reductions. It plans to cut 
8,500 jobs in the US if the labor costs 
remain at the same level as before fill- 


ing for bankruptcy. 


The road ahead 

Considering its own poor state-of-af- 
fairs, it's clear that there are tough 
times ahead for GM and reaching some 
sort of an agreement in the ongoing ne- 
gotiations, therefore, is very important 
for all the parties involved. 

However, according to a report by 
Fitch Ratings on the impact of Delphi's 
bankruptcy on GM, a restructured 
Delphi will benefit GM in the long run, 
though it may have to bear high costs in 
the initial years. It also predicts that 





Costly Job Bank 


Number of Employees in Job Banks and the Potential Cost 





the most likely outcome in the current 
negotiations would be that the pension 
plans would be dropped in view of the 
very high contributions required from 
GM. The impact of Delphi's bankruptcy 
is also expected to be profound on the 
US economy. 

Anderson Economic Group (AEG) in 
its report titled ‘Likely Impact of 
Delphi's Bankruptcy' estimates that 
even if Delphi emerges 20% smaller out 
of bankruptcy, it will directly cost the 
US taxpayers $4.8 bn due to the lost in- 
come tax and other kinds of tax rev- 
enues. But this, according to the report, 
would be the best scenario for GM as it 
would result in a total impact of $2.53 
bn, which otherwise (meaning, if it was 
still bankrupt in mid-2007) would be 
$7.3 bn. 

The best way out for Delphi, as ex- 
perts opine, seems to be an agreement 
that would result in lower labor costs. 
If that happens, then it could re- 
emerge as a stronger company with 
lesser dependence on GM for revenues 
and a wider customer base. A stronger 
Delphi would also mean that the other 
players in the auto market can breathe 
a sigh of relief.“ 


Amit Singh Sisodiya 
Anjuli Tandon 
and Akhil Tandulwadikar 
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Balsara's Turnaround 


Dabur Delivers 





By turning Balsara around within three months of acquisition, Dabur India is 
ahead of schedule by years. In the process, it has demonstrated what it 
takes to survive in a fiercely competitive Indian FMCG industry. 





Our diagnosis said their focus was not 

right. They (Balsara) were not deploying 
their resources in the right manner. 

—P D Narang 

Group Director, Dabur India. 


en Dabur India, a leading 

FMCG industry player, ac- 

quired Balsara, known for 

popular brands like Babool and Odomos 
on April 1, 2005, it was not expected to 
take less than a year for the latter to 
achieve the break-even. For over the last 
two financial years, Balsara had only ac- 
cumulated losses. Fixing the woes of the 
company belonging to an industry which 
itself was going through a turbulent 
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phase, was not an easy task. However, 
for Dabur, it did not take much time, just 
three months to be precise, to set the fo- 
cus right and plug the gaps in the strat- 
egy of Balsara. Post-acquisition, a series 
of steps initiated by Dabur enabled it to 
turn Balsara around much ahead of the 
original schedule; according to Dabur's 
own estimates Balsara was to break- 
even in a year. The results are encourag- 
ing: Balsara clocked a profit of Rs. 1.1 cr 
for the first quarter of the financial year 
2005-06, against a loss in the same 
quarter, last fiscal. Its sales also rose 
52% from Rs. 28.5 cr to Rs. 43.3 cr in the 
same period. 

In January 2005, Dabur entered 
into a definitive agreement with 


Balsara Group to acquire controlling 
stakes in three of its companies: 99.4% 
in Balsara Hygiene Products, 97.8% in 
Besta Cosmetics Limited, and 10046 of 
Balsara Home Products for a price of 
Rs. 143 cr in an all-cash deal. The acqui- 
sition was justified on strategic param- 
eters owing to the complimentary na- 
ture of Balsara's herbal products for 
Dabur, and the latter's inorganic growth 
strategy. Dabur managed a smooth 
transition in terms of integrating opera- 
tions, salesforce, and distribution for 
the acquired brands, and helped 
Balsara products to a net profit of Rs. 
7.3 cr (Rs. 73 mn) for H1, FY06, as 
against a loss of Rs. 30 cr (Rs. 300 mn) 
in FY05. In 2003-04, Balsara had re- 
ported sales of Rs. 200 cr (Rs. 2 bn), with 
losses of over Rs. 8 cr (Rs. 80 mn). In 
terms of its contribution to the overall 
performance of Dabur India, Balsara 
contributed 1096 of Dabur's revenue and 
also helped it to achieve 12% share in 
toothpaste market in the first half of 
the fiscal 2005-06. In fact, owing to the 
stellar performance of Balsara, post-ac- 
quisition, Dabur has strengthened its 
position at number three in the oral 
care segment next only to HLL and 
Colgate. 


A good ‘fit’ 

The acquisition of Balsara has helped 
Dabur widen its product portfolio. This 
apart, Dabur was also able to achieve 
greater synergies in areas like sales, 
marketing, distribution, and procure- 
ment. “The company has successfully in- 
tegrated the Balsara acquisition and 
has aligned the business's cost structure 
with itself" says Nikhil Vora, Vice-Presi- 
dent — Research, SSKI Securities. Be- 
cause of Dabur's strong herbal associa- 
tion, acquisition of Balsara added more 
strength to former's oral care segment 
and enabled it to occupy the economy, 
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middle, and premium segments of the 
market. Some of the new products in 
Dabur’s product portfolio now include: 
Promise, Babool, and Meswak in the oral 
care segment. These three herbal tooth- 
pastes hold little over 6% share in the 
Rs. 1,900 cr oral care market. 

The acquisition also helped Dabur to 
consolidate its position in the fast grow- 
ing household care segment worth Rs. 20 
mn, thanks to Balsara’s well-entrenched 
brands: Odonil, Odopic, Odomos and 
Sanifresh. The brands have been growing 
annually at a CAGR of 15-25%. 


A plan, well-made 

Dabur was no doubt helped by its ad- 
vanced planning which enabled it in 
achieving the turnaround of Balsara 
much ahead of the original schedule. It 
chalked out a detailed five-year revival 
plan fcr Balsara long before (two years 
before it actually acquired the firm) 
with the help of the consultancy firm 
Accenture. Nevertheless, the company 
faced & host of problems, especially on 
the operational front, in the beginning. 
There were no standard operating pro- 
cedures for process control, quality con- 
trol, and finished goods checking. This 
apart, there were issues like wastage of 
power, man and materials manage- 
ment, etc., owing to the suboptimal fac- 
tory layouts. The wastage alone was to 
the tune of Rs. 3 cr (Rs. 30 mn). Post- 
acquisition, Dabur quickly got into ac- 
tion by restructuring various functions 
like, the operations, marketing, and the 
distribution systems of Balsara. Pre- 
merger. Balsara had a direct distribu- 
tion reach of 3,40,000 and indirect 
reach of 1.5 million. Since a large part 
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of its distribution was overlapping 
with Dabur’s existing network, Dabur 
retained only a few dozen distributors 
out of 500 and eliminated others. The 
business was handed over to 2,000 dis- 
tributors of Dabur. This additional 
business gave the company’s distribu- 
tors a higher scale. 

Another area where cost-eutting 
looked imminent was employee cost. 
Dabur had about 2,300 people on its 
rolls and Balsara had around 600. The 
new structure had to forgo some of them 
as it had no room for duplication. While 
no retrenchment was initiated by 
Dabur, close to 300 people left citing 
locational constraints as one of the rea- 
sons. This led to a reduction of 60% in 
the wage bill of the subsidiary firm and 
it also saw a fall in its overhead costs. 
While there were huge savings im staff 
expenses, the recruitment costs also 
came down as the vacancies in the 
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Balsara Products 
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group companies were filled by 
Balsara’s staff. The Balsara’s R&D 
team was also absorbed into the organi- 
zation. Since Dabur lacked any 
experience in home care product seg- 
ment, the contribution of Balsara’s 
R&D division has proved to be valuable 
in this segment; Balsara’s strength in 
oral care research complements 
Dabur’s own research team well. 

To streamline operations, Balsara’s 
Kanpur facility (Home products), which 
was a small scale factory with just 
about 10 workers, was converted into a 
C&F agency. The Silvassa unit, due to 
its advantage of proximity to ports, 
presently concentrates on manufacture 
of Balsara’s private label business and 
Dabur international. About 30 out of 
100 workers from this unit, which 
Dabur thought was overstaffed, were 
shifted to the new unit at Baddi. The 
quality and sourcing too were upgraded 
in this unit and an investment of about 
Rs. 150 mn was made. The fiscal ben- 
efits are expected to start flowing in 
from the FY06 onwards. The unit’s con- 
tribution will help Balsara’s profitabil- 
ity thanks to tax and excise duty conces- 
sions for the first 10 years. 

Dabur also started focusing on high 
margin and high growth home care prod- 
ucts. Advertising was upped for 
Balsara’s products. Dabur leveraged on 
its higher scale and considerable bar- 
gaining power with broadcasters; it is 
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now paying on ads only about one-fifth of 
what Balsara was earlier paying to the 
television channels. The advertising re- 
sources spent for Balsara range of prod- 
ucts were budgeted about Rs. 40 cr, up 
from 14-15% of what Balsara was 
spending earlier. 

There was a price slash for some of 
the oral care products of Balsara and 
some free offers. All these initiatives in- 
creased the visibility of Balsara’s adver- 


tising significantly. 
Revenue breakup of Dabur India 


Suitable modifications were made to 
accommodate the smaller business into 
Dabur’s infrastructure. A third line was 
created besides the two verticals, Line 1 
for healthcare and Line 2 for personal 
care, in the original distribution of 
Dabur which looks after home care and 
all oral care (including Dabur’s range) 
products. This new Line 3 reaches 
deeper and wider into Indian markets 


than Balsara did, reaching towns with 
populations of even 5,000. The purchas- 
ing strategy also underwent a major re- 
vamping. A new initiative, e-sourcing 
was introduced at Balsara, which im- 
poses stringent discipline on purchas- 
ing process. This technology helped 
them to access to the growing pool of cer- 
tified suppliers, greater market knowl- 
edge, and increased price transparency, 
which resulted in a drop in procurement 
costs by 6 to 7%. The scale benefits de- 
rived from combination of the procure- 
ment and manufacturing processes 
helped both the firms. The existing Rs. 
10 cr ‘Private labeling’ activity (manu- 
facturing toothpaste for well-known 
overseas brands), for Western 
European markets at Balsara is seen 
as a potential area for future growth 
and the manufacturing facilities at 
Silvassa, are dedicated for this busi- 
ness segment. 


Commenting on Dabur’s growth strat- 
egy, Nikhil Vora says “Now that 
Balsara business is streamlined, an- 
other acquisition attempt cannot be 
ruled out”. So far, the strategy has 
worked out well. When Dabur doled out 
its first half numbers for FY2005-06, it 
proved a point—it is possible to turn- 
around a business even in a slump (in 
the FMCG sector). However, as Dabur 
grows big and begins competing in the 
premium segment, it would call for 
more efforts to compete with giants 
like Colgate and Hindustan Lever. For 
instance, owing to cut-throat competi- 
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tion in the toothpaste market, pen- 
etrating into competitors’ terrain may 
not be that easy. Even though Dabur is 
an undisputed leader in the 
toothpowder market, it was witnessing 
a gradual shrinkage in its market 
share as consumers upgrade to tooth- 
pastes. Hence, it become imperative for 
Dabur to gain visibility in this seg- 
ment. Balsara’s acquisition helped 
Dabur to increase its market share 
from 1.8 to 12% in the oral care seg- 
ment. And it hopes to consolidate its po- 
sition in other segments also with this 
acquisition. For now, it is celebration 
time for Dabur-Balsara. (^ 


Amit Singh Sisodiya 
and Sailaja Mannava 
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B FINANCIAL MARKETS 


Trading in Securitized Debt 
A Step Closer 


The Union Cabinet approved trading of securitized debt. How would the cabinet 


nod impact the mortgage market in India? 











n the developed markets, a large 
M proportion of the debt markets com- 

prise of securitized papers. The con- 
cept of Mortgage-Backed Securities 
(MBS) is popular in the West on the back 
of robust legal, tax, foreclosure laws, and 
suitable regulatory framework. In de- 
veloped economies, the risk of default 
under mortgage loans is covered under 
insurance. As a result, the mortgage 
loans become less risky. India, in the 
last two years, has seen the exponential 
growth of mortgages. The inclusion of 
securitized debt under the Securities 
Contracts Regulation Act, 1956, means 
that mortgage backed securities can be 
included under ‘approved securities’. 
This move would facilitate listing and 
trading of securitized debt. Develop- 
ment of MBS market deepens second- 
ary market for these securities and re- 
duces the levels of premium on this pa- 
per due to liquidity. 

India is on its way to rush market 
place with the enactment of the 
Securitization and Reconstruction of Fi- 
nancial Assets and Enforcement of Secu- 
rity Interests (SARFAESI) Act, 2002. 
The objective of this Act is to strengthen 
creditor rights through foreclosure and 
enforcement of securities by banks and 
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financial institutions. Reserve Bank of 
India recently issued a set of draft guide- 
lines for the securitization of standard 
assets on the lines of the SARFAESI 
Act, 2002. 

In the MBS market, homogeneous, il- 
liquid home-loan assets are pooled and 
repackaged and converted into market- 
able securities that can be sold to inves- 
tors. Loans are secured by real estate 
property, on which a lender holds the 
right to sell when a borrower defaults. A 
third party guarantor, i.e., a Special Pur- 
pose Vehicle (SPV) holds the financial 
assets underlying the securities. The 
SPV sells the financial securities to in- 
vestors against the assets held by it in 
the form of MBS. Buyers who are inter- 
ested in these could be insurance compa- 
nies, pension funds, mutual funds, and 
even individuals. The Housing Finance 
Companies (HFCs) simply pass on the 
expected cash flows to the investors. By 
transferring the right to sell and seize 
the housing property, banks and finan- 
cial institutions can recover dues 
promptly, without going through 
the time-consuming and costly recovery 
process. 


Growing housing loan market 

The share of MBS and Residential 
Mortgage-Backed Securities (RMBS) in 
India has been increasing consistently. 
ICRA reported 13% growth in the 
RMBS market during 2004-05. Na- 
tional Housing Bank was entrusted 
with the task of developing a secondary 
mortgage market. Five of the largest 
housing finance companies have been 
identified as originators of the mort- 
gage-backed loans. NHB may insist for 


additional credit support from the origi- 
nators to improve the performance of 
the pool of assets to ensure uninter- 
rupted cash flow. 

The size of mortgage loan market is 
still relatively very small, when com- 
pared to developed countries. Indian 
mortgage debt as percentage of GDP is 
way below compared to 12% in China’s, 
22% in Malaysia, 40% in Hong Kong, and 
65% in the US. However, the rate of GDP 
housing loans as percentage of GDP rose 
from 3.4% in 2001 to 6.1% by 2004. Real 
estate and housing in India is growing at 
the rate of 30% annually. Having link- 
ages with over 250 ancillary industries, 
it stands as the largest employment gen- 
erator next to agriculture. Every Re. 1 
spend on housing construction adds 75- 
80 paise to the GDP. 

Investments in housing sector have 
been increasing in India. Traditionally 
and emotionally, Indians consider it im- 
portant to own a house and hence the de- 
fault rate is very minimal. The recovery 
rate is more than 95%. 

It will be a win-win situation for ev- 
eryone in the MBS market, once they 
begin to be traded on exchanges. 
Securitization allows the financial in- 
termediary to sell its right to receive the 
future payments from the borrowers to 
a third party and receive consideration 
for the same upfront. Government’s 
move will lead to a lot of funds being 
made available to housing finance in- 
stitutions and enable faster rollover of 
funds. A cleaner system would be devel- 
oped as accounting books are system- 
atically maintained. 

The investors also would benefit as 
they would get an opportunity to invest 
in low risk housing loans, the asset class 
which higherto was not available for in- 
vesting purposes. They can diversify into 
retail assets and can build their assets 
at will. 





Financial institutions will be able to 
solve Asset Liability Management 
(ALM) problems more systematically. 
Originators get off-balance sheet financ- 
ing from illiquid assets, which provides a 
great relief for them. It also helps them 
in improving certain integral ratios such 
as the current ratio, as the credit risk in- 
volved in the extension of loans is trans- 
ferred and provides higher returns for a 
lower capital base to the originator. 


Challenges 


The mortgage loans in India are long- 
term loans ranging from 10 to 15 years. 
The long-term debt market has not de- 
veloped or stabilized in India so far. The 
options are limited for the availability of 
funds in India at a fixed interest rate in 
this sector. Most of the institutions face 
problems at the time of maturity when 
the interest rate moves upwards. A num- 
ber of market participants face con- 
straints due to the lack of robustness in 
the current framework, and are looking 
at different structures to adopt in India. 

Irregular incomes of individuals, au- 
dit risks, and operational risks are some 
of the risks faced by the housing finance 
companies. High stamp duty, except in 
4-5 states, is a cause of concern. Indian 
MBS market is characterized by the nar- 
row investor base, system deficiencies, 
legal and tax hurdles, and the absence of 
standardization. Transfer of property is 
difficult, in case of default, due to inad- 
equate foreclosure laws and huge 
upfront costs resulting from the large 
number of intermediaries. 


What more is required? 

The working group set up by RBI and the 
Andhyarujina Committee made recom- 
mendations to change credit rating and le- 
gal frameworks to encourage debt market. 
Rating agencies can play an important 
role in MBS market. Rating Agencies have 
a considerable degree of input with respect 
to how cash flows are structured in 
securitization. "A rating agency studies 
the pool of assets to be securitized and pro- 
poses first and second loss credit enhance- 
ments to be provided under the structure 
in order to achieve the target rating. Rating 
agencies provide a comprehensive rating 





rationale for securitization transactions to 
enable the investor to take an informed 
decision” says, K Sivaprakasam, Manag- 
ing Director, CARE Ratings. 

An emerging economy like India, re- 
quires strong legal structures and good fi- 
nancial sector to build a viable mortgage 
market. The originator should be allowed 
to service securitized assets for the pur- 
chaser. Role of government will be a key 
issue, which is also responsible for main- 
taining stable markets. There are expec- 
tations from general public for increased 
tax benefits in the housing finance. 

The assets capable of being trans- 
ferred shall only be securitized. When the 
originators get ownership rights, SPV can 
enforce for effective security arrange- 
ments to provide credit enhancements. 
There is a need for lowering the transac- 
tion costs and to enforce the subordina- 
tion arrangements in order to expand the 
MBS market. Limited recourse provi- 
sions and non-petition covenants agreed 
between the parties should be enforce- 
able to achieve insolvency remoteness. 

Existing HFCs are required to stan- 
dardize origination processes and docu- 
mentation to make their portfolio 
readily securitizable. Maintenance of 
clean land records, reliable and central- 
ized database, better and faster due dili- 
gence, etc., are to be ensured for a 
healthier RMB market. The effect of 
past delinquencies and accelerated pre- 
payments are to be considered for as- 
sessing the future cash flows. Factors 
affecting pre-payment and the corre- 
sponding pre-payment models to evalu- 
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ate this risk will have to be developed in 
order to make investment decisions. 


Impact 

There is a lot potentiality for the housing 
loan market in India. Total investment 
for the housing development for the 10" 
Plan is estimated at Rs. 7,263 bn to 
meet the housing shortage. Bulk of the 
resources is expected to come from 
HFCs, banks, and financial institutions 
in the housing finance sector. All the 
standard assets of the banking sector, in 
retail as well as wholesale lending, offer 
potential for securitization, either 
through an ABS or a collateralized loan 
obligation. Banks can benefit by having 
a back-to-back funding avenue towards 
minimizing interest rate risk. 

Interest rates in this sector are ex- 
pected to slide in the coming months after 
government allows banks to securitize all 
types of loans. Mortgage backed securi- 
ties would become an additional portfolio 
for the investors. Competition will push 
down the interest rates charged for the 
loans to consumers within the sector. The 
gap between Indian financial markets 
and those of mature market economies 
will narrow. As the secondary markets for 
housing loans evolves, all the players in 
the market can reap benefits. It enables 
the financial institutions in improving 
the financial position and also enables 
the economy to flourish. «^ 

D Satish 
and Surendar Vaddepalli 
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B FINANCIAL MARKETS 


Participatory Notes 





Needed Remedial Measures 





The huge quantum of exposure to markets through PNs is a matter of 
concern. 


— Dr. VVLN Sastry 


Country Head, Firstcall India Equity Advisors Pvt.Ltd., Mumbai (India) 








tock markets gained momentum 

from the very Participatory Notes 

(PN) on which currently there is a 
heavy debate. Of the total investments 
in the stock markets, about $9 bn is 
through FIIs and of the total $9 bn in- 
flows during the current year, clearly to 
the extent of $5 bn came through partici- 
patory notes. To maintain the momen- 
tum in stock markets, Indian markets 
need PNs, as substantial flows come 
through them. However, there are diver- 
gent views on the issue of PNs. While 
Reserve Bank of India says that Partici- 
patory Notes should be phased out 
slowly, a panel headed by Chief Eco- 
nomic Advisor Ashok Lahiri advocates 
the continuance of PNs. 
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The point of debate with regard to 
PNs is mainly on the nature of the ben- 
eficial owner and the identity of the end 
investors, which is very difficult to trace 
in the multilayered mechanism of PNs. 

After all, what are these PNs? If we 
look at them, PNs are like contract notes. 
FIIs issue these PNs to the concerned 
parties/entities to invest in the stock 
market. These parties/entities usually 
don't want to register themselves with 
the regulator; hence, they invest in stock 
markets through PN route. Those who 
make investments through this route, 
generally stipulate their expected re- 
turns for a specific period of time. They 
also give details of scrips that they prefer 
to purchase to the FIIs and deposit the 


equivalent money with overseas 
branches of FIIs. With the due authori- 
zation given by the overseas counterpart 
of Indian FIIs, the Indian arm will pro- 
ceed further and buy and settle the scrips 
on their own. 

There is a stipulation from Sebi, 
which clearly mentions that PNs cannot 
be issued to Indian Nationals, POIs, and 
OCBs. However, pinning down the 
source of these funds is very difficult as 
these funds are mainly of overseas 
origin. 

In the current calendar year, FIIs so 
far have brought approximately $9 bn 
into Indian markets, of which roughly 
56% is through PNs (as on December 10, 
2005). In the beginning of this year, the 
share of PNs used to be about 25%. 

FIIs being legitimate, registered en- 
tities, no one can question their interest, 
and their exclusive investment in Indian 
market this year so far is around $4 bn of 
the total $9 bn. However, the huge quan- 
tum of exposure to markets through PNs 
is a matter of concern for the market 
players. 

Most commonly accepted views on 
PNs are as follows: 

e Abuse of FII route should be pre- 
vented; 

e Enforce regulations on FIIs through 
appropriate guidelines on PNs and 
sub-accounts; 

e Sebi should have full powers to ob- 
tain information from FIIs; 

e FIIs should provide information to 
Sebi. 


The pros and cons 

In the market, more particularly in the 
derivatives market, Futures and Op- 
tions (F&O) have gained wider accep- 
tance by replacing the erstwhile badla. 
All over the world, stock futures are con- 
sidered highly risky; but India stands 
ahead of all others, both in terms of sys- 





tems and volumes, and that’s where 
Indian derivatives market is able to 
attract huge inflows through PNs. 

The 56% of the FIIs exposure to 
Indian markets through PNs is what, in 
fact, pepped up the Sensex. To back it up, 
fundamentally, we have a robust 
economy with an expected GDP growth 
rate of 7.6% (as per CMIE) this year, and 
the main contributors for GDP are 
poised to show excellent accelerated 
growth. Agriculture yield looks promis- 
ing, industrial growth is touching new 
highs, and the services sector is fabu- 
lously placed; these are all the main rea- 
sons for the Indian markets becoming 
attractive to foreign investors. 

Besides, the outsourcing story is 
gaining momentum, both in manufac- 
turing and R&D. Outsourcing story is not 
getting restricted to IT, and is fast 
spreading to pharmaceuticals, automo- 
biles, and textiles. These factors are also 
playing their due role in attracting for- 
eign investment in Indian markets. 

One may say that, both in theory and 
in practice, “restriction on suspicious 
flows may enhance the reputation of 
markets and lead to healthy flows.” 
However, such flows can be discouraged 
by strong surveillance practices in place, 
without harming the genuine flows com- 
ing into Indian markets through PNs. 

With reference to the debt exposure 
of FIIs, RBI again differed with the fi- 
nance ministry panel. The latter recom- 
mended that FIIs be allowed to switch 
between equity and debt investments in 
India, as it would not be appropriate to 
permit FIIs only to debt securities. FIIs 
should have the liberty to invest in what- 
ever form of security, be it debt or equity. 

Under the current buoyant stock 
market conditions, many of the Indian 
corporates could achieve their dream of 
acquiring overseas companies, expan- 
sion of facilities, and diversification of 
business. The valuation scenario for 
fund-raising has completely undergone a 
change. Indian companies do require 
huge capital for their aggressive expan- 
sion plans to meet the growing world de- 
mand. With the change in the valuation 
scenario and huge availability of funds, 
Indian companies are on a roll in terms 


of raising funds for their growth needs. 
At this point of time, curtailing the PNs 
may dampen the sentiment of investors, 
lower the valuations, and, in the end, re- 
strict the Indian companies in their 
fund-raising. 

Also, if we take a rational view, any- 
one asking and arguing to stop the in- 
flows through PNs, is mistaking poor 
enforcement for poor laws and, by doing 
so, we are really trying to restrict capi- 
tal inflows. One may say that participa- 
tory notes are dirty money, which is cer- 
tainly not true. There is some dirty 
money that comes in. However, there is 
sufficient enforcement power with the 
Indian security regulator, and it has 
been enforcing the power. During the 
1970-2003, approximately $150 bn 
capital had gone out of India, as per a 
study done by leading economists. Now 
with the stringent norms on numbered 
accounts and strict forex regulations 
abroad, it is a quite natural and well- 
known fact that world over the money is 
coming back to the native countries, 
which may be true with India as well. 
Even if we think that a portion of the 
Indian money, which has gone out of the 
country, is coming back to India, one 
should view this as a good trend. To add 
further, the prevailing USD interest 
rates are not fetching good returns for 
the investors of fixed return instru- 
ments. Hence, they are looking for op- 
portunistic, short-term-oriented, quick 
gains. PNs are complimenting their 
quick return strategies. 

Under these circumstances, we need 
to look at PNs from the angle of negativ- 
ity and find measures to prevent the 
negative effects, without stopping the 
money flows through PNs. With the 
premise that the interest rates abroad 
are firming up and investors may find 
dollar returns attractive, there is a cause 
of worry. In a scenario where interest 
rates grow further, some of the investors 
may prefer to dilute their holdings in the 
emerging markets and go back to dollar- 
based fixed return instruments. In such 
a scenario, there is every possibility of 
the destabilization in markets, for which 
one needs to concentrate and take correc- 
tive measures. Though all the funds at 


Participatory Notes 


one go may not leave the country, how- 
ever, to curtail such quick outflows and to 
prevent market destabilization, the 
regulator needs to work on the time du- 
ration for investments through PNs in 
such a way that the principal amount of 
these funds should stay in Indian mar- 
kets for a specific period of time, while 
PN investors may be allowed to take 
back their returns on their principal in- 
vestments periodically. Such measures 
prevent market destabilization to a ma- 
jor extent. 

Broadly viewed, one can still con- 
sider allowing the High Net worth Indi- 
vidual (HNI) money too, through PNs 
with proper transparent disclosures and 
tracking systems in place. Not allowing 
HNI money will be a retrograde step, 
and it clashes with the finance 
committee's statement of the broad-bas- 
ing of fund flows. Change to cumulative 
accounting of the FII and the sub-ac- 
count beneficiary is a positive move. The 
important thing to note is that most of 
the sub-accounts that are operating in 
the market do have a common beneficial 
ownership with the master FII, which is 
registered with Sebi. 

While sub-accounts get registered 
with the regulator, the FIIs have to give 
an undertaking about the bona fide 
holder of these sub-accounts and the na- 
ture ofthe entities as to whether they are 
regulated, unregulated, tax paying or 
non-tax paying. 

To conclude, the regulator should 
concentrate more on making participa- 
tory notes as proactive notes for the 
growth of our economy by curtailing 
their easy exit, implementation of par- 
ticipatory notes guidelines is the key; 
while guidelines are robust, implemen- 
tation is essential. 

Invest and earn on the money that 
come to India through legal means; there 
is no worry for markets here. Longer du- 
rations for exits for such principal invest- 
ments itself works out as a kind of bal- 
ancing fund. Any contribution of such 
funds towards our economy growth 
should be welcomed wholeheartedly.«^ 
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Ben Bernanke 


Fed Chief-in-waiting 





The new Fed chief has a formidable task of not only steering the US 
economy out of a looming difficult scenario, but also live up to his legendary 


predecessor. 








e phenomenon called ‘Winner’s 
Curse' provides a useful analogy 
to the recent selection of Ben 
Bernanke as Fed Chief. Although his cre- 
dentials are impeccable for the world's 
most powerful seat in banking, there is a 
good possibility that Bernanke might 
have a bout of winner's curse during his 
tenure. More often than not, he will be 
compared to Alan Greenspan, the out- 
going maestro, who steered the US 
economy through many crises. Hailing 
from an academic background, 
Bernanke has the confidence of academi- 
cians worldwide for his in-depth knowl- 
edge and conceptual clarity. But at the 
same time, questions are being raised 
about his ideologies being more theoreti- 
cal rather than practical. 


Bernanke — The new Fed Chief 
Change of guard at the US Federal Re- 
serve (Fed) is always a momentous 
event, whenever it happens; that's be- 
cause the Fed is an organization whose 
decisions and policies impact not only 
American economy, but the entire 
world, and the Fed chairman is the 
pivot around whom the organization re- 
volves. This time, when Alan 
Greenspan, a person with an impres- 
sive track record of striding through the 
ups and downs of the US economy for 18 
long years, will be replaced by 
Bernanke, a low-key academician with 
little hands-on experience in financial 
markets, the economists and busi- 
nesses worldwide are showing even 
more interest. 


The decisions at the Fed have always 
been important and had profound impli- 
cations on the countries worldwide. With 
many countries embracing globalization 
and economic integration, Fed 
chairman's policy announcements and 
public statements often have a rippling 
effect around the world. Hence, the Fed 
chiefs credentials, his convictions, and 
conclusions are important to policy mak- 
ers in governments, central banks, busi- 
ness groups and industries everywhere. 
Keeping a tab on his actions helps them 
to minimize unexpected risks by taking 
appropriate measures. 

Amidst all this curiosity, President 
Bush nominated Ben Bernanke to suc- 
ceed Alan Greenspan. His decision was 
welcomed all over the world. Bernanke is 
regarded as the best choice to replace 
Greenspan, whose term is set to expire 
by the end of January 2006. With a 
Bachelor's degree in Economics from 
Harvard University and a Ph.D. in the 
same subject from Massachusetts Insti- 
tute of Technology, Bernanke held vari- 
ous teaching positions at different insti- 
tutions during the initial years of his ca- 
reer. 

He has written extensively in the 
area of macroeconomics, which won him 
worldwide laurels. These publications 
and his subsequent speeches and inter- 
views, makes him one of the most re- 
spectable economists in the world. He 
was serving as the chairman of Econom- 
ics Department at the Princeton Univer- 
sity before being appointed as a Federal 
Reserve governor. Soon after that, he 
headed the President's Council of Eco- 
nomic Advisors as its chairman. From 
February, he will lead the Fed. 

Four years ago, Bernanke was al- 
most unknown among the political and 
business groups. Many people got to 
know him for the first time when the 
President nominated him. Now, he is all 
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set tc be at the helm of affairs. Within a 
short span of time, Bernanke was able to 
win the enthusiastic support of the US 
Congress, academia, media, economic 
players, and the genera! public. His 
plain-English speaking style, in contrast 
to the oracular Greenspan, and his less 
craggy visage add to his popularity. The 
fact that the process of his confirmation 
has taken less time than any of his pre- 
decessors, including Greenspan, is itself 
an acknowledgment of the high respect 
that he commands for his intellect. 

The world markets reacted positively 
when the announcement about his nomi- 
nation came. The Dow Jones Industrial 
welcomed Bernanke with an increase of 
160 points; Nikkei too gained sharply 
and so did our Sensex. 


Greenspan’s legacy 

As a Fed Chairman, Greenspan was one 
of the world’s most powerful policy mak- 
ers. When Greenspan took charge (from 
Paul Volker) as the Fed chairman in Au- 
gust 1987, the citizens of the US knew 
what they were getting—a hawkish in- 
flation fighter. And after 18 years, 
Greenspan comes to the end of his ten- 
ure, with his rout of inflation almost un- 
questioned (the current inflation rate is 
around 2%, excluding food and energy 
prices). 

During his first two months after 
taking office at the US Fed, Greenspan 
had to face the biggest stock market 
crash— Dow Jones fell by 23% in a single 
day. He earned praise for the way he 
dealt with the crisis. Thereafter, there 
were a series of boom-bust cycles like the 
war with Iraq in 1990, Asian financial 
crisis in 1997, the doteom crash and the 
September 11 terrorist attacks in 2001, 
and, most recently, the Hurricane 
Katrina, which the maestro handled 
skillfully. 

Greenspan is regarded as one of the 
major beosters of globalization and fi- 
nancial deregulation. John Tamny, a 
Washington-based writer in macroeco- 
nomics, says, “Most striking feature [of 
Greenspan] to me was what a great job 
he did from 1993 to 1997 when he 
seemed to be targeting the gold price in 
managing the dollar.” During his tenure, 
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Well Under Control 


Inflation Rate in Greenspan s Era 


Dow Jones Industrial scaled new heights 
from 2,600 levels to 10,000 and the US 
economy had the longest ever peaceful 
expansion time. 


A safe pair of hands? 

Given Greenspan's rich legacy, 
Bernanke will have big shoes to fit into. 
Although Bernanke has promised to 
continue the Greenspan legacy at the 
Fed as the topmost priority, it is un- 
likely that he will simply follow the 
path shown by his illustrious predeces- 
sor. 

However, it is also unlikely that he 
will rock the boat with entirely new set of 
monetary policies and unconventional 
thinking. Even though, Bernanke and 
Greenspan share more or less the same 
economic views, one notable difference 
between the two is their inflation stance. 
While Greenspan advocates a discre- 
tionary approach, which involves exam- 
ining mountains of data to understand 
the trends of inflation, growth, unem- 
ployment, etc., to arrive at a policy, 
Bernanke favors a policy what he calls 
inflation targeting, an idea dismissed as 
unfeasible by Greenspan. 

Inflation targeting is just a numeri- 
caltargetora range which a central bank 
sets for itself and tries to keep the long- 
and medium-term inflation within that 
range. Such targeting, according to 
Bernanke, not only gives a quick esti- 
mate of the inflation trend, but also 
helps to have a disciplined approach in 
policy making. Inflation targeting, over a 
period of time, will anchor the inflation- 


ary expectations of the general public as 
well. This, coupled with discretionary 
judgment, should be the approach that 
every country and central bank should be 
following for a low and stable long-run 
inflation, according to Bernanke. Many 
countries in the world have been practic- 
ing this approach to inflation in different 
forms and have had different experi- 
ences. While Bernanke strongly favors 
this approach, he may not immediately 
shift to the new system. He is likely to 
introduce inflation targeting gradually, 
in a step-by-step manner. 

During his stint as a Fed Governor, 
Bernanke has maintained strong com- 
munication with the public through his 
easy-to-understand speeches and inter- 
views. His speeches were widely ad- 
mired for keen insight that they provided 
and their clear simple language, in sharp 
contrast to Greenspan, whose speeches 
were laden with economic jargon. After 
being nominated for the post, the new 
Fed chief has also spoken much about 
the importance of transparency in the 
operations of Fed and promised to con- 


Profile of Ben Bernanke 
December, 1953: Born in Augusta Georgia 


1971: Graduated from High School in Dillon, 
South Carolina 

1975: Graduated from Harvard University with a 
BA in Economics 

1979: Took a PhD from Massachusetts Institute 
of Technology in Economics 

1979-1985: Taught at Stanford University 
1985-1996: Served as Professor of Economics 
and Public Affairs in Princeton University 

1996: Appointed as the chairman of the Eco- 
nomics Department at Princeton University 
1996-2002: Served as Howard Harrison and 
Gabrielle Snyder Beck Professor of Economics 
and Public Affairs and chairman of the Econom- 
ics Department at Princeton University 
2002-2004: Served as member of the board of 
govemors of the US Federal Reserve System 
June 2005: Appointed as chairman of 
President's Council of Economic Advisors 
October 2005: Nominated as Fed Chairman 
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tinue the standards set by Greenspan. 
He has also assured to act indepen- 
dently and keep the Fed out of politics. 
Another distinct feature of Bernanke’s 
perspective is to link the US economy 
with the global economy and analyze the 
trends and interdependences as against 
Greenspan whose analysis tended to be 
home-brewed. In all these aspects, 
Bernanke is expected to bring a different 
culture to the Fed. However, he has 
promised to fight inflation just like 
Greenspan. But, whether he will be as 
much outspoken as Greenspan in mat- 
ters not directly related to the Fed is yet 
to be seen. 

However, there are a few critics who 
say that Bernanke’s views on inflation 
may backfire. There are comments from 
the business and political circles about 
his views towards macroeconomic fac- 
tors like inflation, monetary policy, and 
interest rates. John Tamny says, “De- 
spite massive evidence throughout his- 
tory that inflation is a monetary phe- 
nomenon resulting from excess money 
creation relative to money demand, 
Bernanke has on more than one occasion 
said inflation results from too much eco- 
nomic growth. If Bernanke acts on this 
false notion, the economy will be in big 
trouble.” 

Bernanke was opposed by many 
economists when he said that central 
banks should not interfere in the rise of 
asset prices, unless they affect the con- 
sumer prices. Of course, we have to wait 
until time testifies the accuracy of these 
theories. 


Fed Rate Moves 


Short-term interest rates, % 


5.0 


The Rate Rises 1/4 PT. to 4.0% 


Chart begins June 2001 
Source: Federal Reserve 





Looming emergencies 

There are a few challenges currently fac- 
ing the US economy which Ben 
Bernanke would have to confront. Al- 
though the growth rate has been strong, 
the future of the US economy is not all 
that rosy as it appears to be. Econo- 
mists have been warning about several 
looming emergencies that need imme- 
diate solution. Of them, the foremost is 
the housing market that has become 
red-hot. If this bubble bursts, it can re- 
sult in slowdown of the country’s 
growth. Bernanke has to face the di- 
lemma of solving this problem. Even 
Greenspan has warned that the housing 
bubble could burst. 

Government’s debt has been in- 
creasing at an incredible pace. It 
reached $8 tn last October, an increase 
of 30% from 2002. If nothing is done to 
reduce this, the economy may be pushed 
into a recession. Further, the US citi- 
zens are no longer saving today. They 
are spending more than they are earn- 
ing. The savings rate has actually be- 
come negative, indicating that they are 
relaying on their past savings or on 
credit to spend. This is clearly a danger- 
ous situation that Bernanke needs to 
tackle. 

Greenspan’s ‘easy money’ policy, 
which involved slashing the interest 
rates to increase credit availability 
whenever there was an economic slow- 
down, has weakened the financial 
strength of America. Economists say 
that although this strategy has helped 
in the short run, it has, in fact, reduced 
the savings rate, thereby inhibiting fu- 
ture spending and deteriorating the 
health of banking system in the long- 
term. 

High energy prices are another prob- 
lem. So is the pension crisis, trade im- 
balances, budget deficits... and the list 
goes on. Individually, all these prob- 
lems are manageable. But, together, 
they pose a threat to the country’s 
economy. In these alarming circum- 
stances, Bernanke’s moves will be 
closely watched. 

Since 2004, interest rates were in- 
creased in a series of moves to fight in- 
flation. Rates were up for the 12" time 








Widening Trade Deficit 


The gap between US imports and exports, 
in billion dollars 


in November, to 4%, the highest in 12 
months. Before Greenspan hands over 
the reign to Bernanke, another hike is 
expected in January when Greenspan 
will attend his last Fed meeting. 
Bernanke will be coming to office at a 
tricky situation when the US economy 
is unusually unbalanced. 

His biggest challenge will be to be 
ready to take responsibility. He will be 
the first one to be blamed if anything 
goes wrong. Greenspan had the confi- 
dence of corporates, investors, and gen- 
eral public about his capabilities to 
keep the economy balanced. Bernanke 
will have to gain the same as early as 
possible. 

Much has been said and written 
about Bernanke that he could do no bet- 
ter than to continue the record of 
Greenspan. But no other Fed chairman 
had the prolific output of scholarly writ- 
ings, with such depth and clarity, as 
Bernanke when they came to office. 
Bernanke surely enjoys high respect for 
his professional attainments. He has all 
chances to outperform his legendary pre- 
decessor and start a new era—the 
Bernanke Era. There is an adage which 
says, “those who cannot do, teach.” 
Bernanke has to prove that he can teach 
theories of macroeconomics as well as 
put them into practice with equal ease. 
We wish him all the best. «^ 


D Satish 
and Smitha Deshpande 
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A New Era Begins 


It seems the world markets are in for some exciting times away from the cool 
slumber of the Greenspanic era. 





— Mathew John 


Currency Analyst, Prime Forex Consultants, Mumbai 





orld leaders are getting in- 

creasingly concerned whether 

the H5N1 virus causing the 
bird flu would evolve/mutate into a hu- 
man killer. For the financial markets, 
their share of anxious moments come 
from the fact whether Ben Bernanke the 
new Federal Reserve Chief-designate, a 
known hawk in his early days, would 
evolve into a dove, as his recent speeches 
had all tne makings of one. Some ana- 
lysts, on the contrary, thought, consider- 
ing the super cycle in commodity prices, 
he would reincarnate into a cold turkey 
(Bernanke was quick to give a statement 
that he would establish continuity, 
meaning the gradualism of Alan 
Greenspan will be the order of the day). 
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Such sudden chances of metamor- 
phosis have caught the imagination of 
Wall Street analysts, and they are de- 
bating a Bernanke-version of the now de- 
batable ‘Greenspan put’ (term used to 
describe Greenspan’s actions in prevent- 
ing significant and sustained market 
downturns in asset markets by pumping 
in liquidity). It seems the world markets 
are in for some exciting times away from 
the cool slumber of the Greenspanic era. 

Bernanke is known to be an advocate 
of anchoring inflationary expectations, a 
policy economists term 'inflation target- 
ing’. As an academic, he also favors 
greater openness in Fed communica- 
tions and would like to go by consensus, 
rather than "the power of one" 


(Greenspan dominated Fed). In his con- 
firmation recently, Bernanke empha- 
sized that the US economy is growing 
strong, and that the Current Account 
Deficit (CAD) is not at all a cause of con- 
cern. He also said that he would start the 
process of inflation targeting, but it 
would be only mean more transparency 
in what the Fed is currently doing. Con- 
gressmen from both sides agreed that 
Bernanke would get confirmed as the 
next Fed chief without any hitches, but it 
was not that the policy of inflation tar- 
geting did not raise eyebrows. Senator 
Sarbanes (of the famous SOX Act) 
pointed out that such a policy is tanta- 
mount to changing the mandate of the 
Fed, which unlike the ECB, is more for 
growth and less concerned with the price 
stability fixation. 

Bernanke, one of the foremost moni- 
tory economists of our times, created a 
sensation of sorts when he attributed 
the yawning CAD of the US to the global 
savings glut. That speech he made in 
Homer Jones Lecture, St. Louis, Mis- 
souri (April 14, 2005), was remarkable 
in more ways than one. He had not only 
brought forward a theory of the savings 
glut, but also repudiated the idea that 
the lack of savings in the US was the rea- 
son for the CAD. In the same speech, he 
pointed out that China is in a big way 
accumulating US dollar reserves via ac- 
tive foreign exchange interventions in the 
market, and it is only intended to pro- 
mote export-led growth by preventing ex- 
change-rate appreciation. 

These are poignant pointers to what 
kind of policy Bernanke along with his 
principal, the President of the US, will fol- 
low with regard to domestic fiscal policy 
and the policy towards China. The latter 
would be in the main thrust, given that 
Bush is caught in a sticky wicket inside 
Libby-gate. Fresh from the public humili- 
ation after the dismal relief and rescue 
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operations in the aftermath of Hurricane 
Katrina, President Bush is embroiled in 
another storm that has hit Washington, 
but this time of his own making. It seems 
Bush’s nemesis has finally caught up 
with him after his initiation of the Iraq 
war. Now, he has to divert attention some 
way and re-establish credibility. So, the 
China plank will get renewed focus and 
revaluation of the yuan will soon get back 
to ‘headline’ news. 

Coming back to Bernanke, the fi- 
nancial markets give him a lukewarm 
reception, with most of the players try- 
ing to decipher what he is made of, by 
going back to his academic omnibus. 
Whatever personal touch he may give on 
Fed policy, he will have to face daunting 
challenges. Fx-Concepts, the currency 
research house, who pioneered the cycli- 
cal analysis, went to the extent of saying 
that Ben Bernanke as the new Fed 
Chairman complicates things for the 
dollar, as it increases the risk of a finan- 
cial accident due to his policy of infla- 
tion targeting, as he is defining the line 
that is bound to miss. They have also 
argued that, with interest rates peak- 
ing and leading indicators of the 
economy and consumer confidence read- 
ing dismal, it increases the chances of 
some type of financial accidents like the 
previous case of the Mexican crisis and 
the LCTM incident. 

The game of chess had begun last 
year, when a whole pack of analysts were 
predicting the ultimate downfall of the 
dollar due to the worsening CAD, but it 
has shown an amazing 10 months of 
strength and considering the timing of 
Bernanke’s assumption of office, it 
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What is to be 
keenly watched is 
how much would 
Bernanke, a 
Republican favorite, 
will acquiesce to the 


spending spree by 
President Bush. 
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seems the end-game of the dollar has 
begun. We shouldn't forget that the as- 
sumption of office of both the previous 
Fed chiefs was greeted with financial 
turmoil, which came in the form of oil- 
induced inflation crisis for Paul Volker 
and the 1987 stock market collapse after 
Alan Greenspan took charge. Also, what 
is to be keenly watched is how much 
would Bernanke, a Republican favorite, 
will acquiesce to the spending spree by 
President Bush. 

The budget deficit can boost domes- 
tic demand, as it has been doing in recent 
times, and it will only push up the inter- 
est rates and spike the dollar, thereby 
leading to a larger current account deficit 
and postponing the dollar-fall from the 
steep precipice. 

Another big challenge that Bernanke 
will face is the transmission of financial 
risk, beautifully analyzed by the FT col- 
umnist Gillian Tett (“Why More Opacity 
is Dangerous for Financial Markets", 
October 21) on the regulation of hedge 
funds and the transmission of risk from 
the regulated world to the unregulated 
domain (outstanding credit derivatives 


contracts totaled more than $12,000 bn) 
at a time when the world financial sys- 
tem looks like a giant version of Enron. 
Raghuram Rajan, Chief Economist, 
IMF, also echoed this in the central 
bankers’ conference in Wyoming, 
wherein he said that asking “Do you 
know where your risks are held?" should 
be treated the same way as ^Do you know 
where your children are?" Small tail 
risks, which have a small probability of 
generating severe adverse consequences 
and offer generous compensation for the 
rest of the time, are increasingly being 
resorted to. Such risk taking is galore in 
the global financial markets today. And 
any major financial accident can bring 
the house of cards down. 

The recent default of Delphi could 
well be the first pointer to the well-orga- 
nized chaos we are presently living in. 
Simply put, lower the implied volatili- 
ties (far from normal), there is a better 
chance of a big volatility event in the fu- 
ture, which can cause financial markets 
to melt, just like the sharp breakout on a 
thinning Bollinger band. 

Paleontologists tell us that just af- 
ter the Mesozoic era, the giant dino- 
saurs that ruled the world perished 
with the advent of the ice-age induced 
by a hit from a meteor. We can only hope 
that such cataclysmic events do not hit 
our fragile financial world in the 
Bernanke era and he wouldn' be too 
frigid to take pre-emptive action to 
ameliorate the structural uncertainty 
that surrounds us. / 
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Real Estate Growth in India 


Is it for Real? 





The general situation prevailing in 
India is definitely not indicative of 
any serious danger. 


ple, from all strata of the soci- 
ety, representing all age-groups 
and from all geographies, 
strongly aspire to own a home, to call it 
their own. Credit to the real estate sec- 
tor, especially, the home loan segment, 
has been, for some time in the past, grow- 
ing at a fast and furious pace, thanks to 
several favorable factors like the growth 
in GDP, rising income levels, population 
growth, disintegration of the joint fam- 
ily, migration of rural population to cit- 
ies, wealth-effect from a skyrocketing 
Sensex, excess liquidity in the system, 
prompt availability of adequate loans at 
reasonable rates of interest, affordable 
EMIs, availability of tax concessions 
from the government, and the availabil- 
ity of houses and flats from builders, who 
offer both built-up properties off-the- 
shelf or promise to construct houses/ 
apartments within say, 18 months, and 
in a totaly hassle-free manner. 

Banks have empanelled a list of 
builders, whose title to the property has 
been verified and their track records 
have been checked, to ensure that the 
promised property is of the stipulated 
quality and will come as per the given 
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time schedule. Direct Sales Associates 
(DSAs) also help in the process of loan 
sanctions and documentation, by calling 
on the prospective customer. Acquiring a 
residential property had never been sim- 
pler or easier. The spectacular growth of 
this segment has also contributed to the 
growth in GDP and increase in employ- 
ment. This process is now expected to re- 
ceive a boost with the advent of FDI in 
real estate. Around 60-70 cities with a 
population of a million or more, are ex- 
pected to see more action in this area, 
including enhanced commercial con- 
struction activity. 

After maintaining a considerable pe- 
riod of price stability, asset prices have 
started demonstrating a steady rise at 
most places in recent times. At some 
places, especially in most of the metros 
and in certain important satellite towns, 
the price rise is much more sharp and 
noticeable. Far from discouraging poten- 
tial investors from investing in house 
properties, this has spurred investors 
into greater investment activity; they are 
today demonstrating a ‘now or never’ 
kind of hurry to take loans and buy such 
assets, often signing long mortgages in 
the process. 


The trends 

The fast pace of price rise in many places 
is attracting short-term investors too; 
some of them wish to invest in real es- 
tate in any city that is witnessing rapid 
price escalation for enjoying capital ap- 
preciation. They would like to relocate 
their investment, as per their long-term 
plans, after say, 5-10 years. Some young 
people, in their late 20s and working in a 
foreign bank in Mumbai, recently went to 
Pune to explore this possibility. They 
found that while the scale, quality, and 
pace of real estate development activity 
in Pune are truly mind-boggling, the 
prices have already gone through the roof 


and are already beyond the reach of most 
people. Apparently, almost all standing 
structures and those under construction, 
have already been booked and the ruling 
prices, even in upcoming areas, have 
touched Rs. 1,650-1,700 or more, per 
square feet for luxury flats. 

In most other places, it is still a buy- 
ers’ market; but, in some cities, as men- 
tioned above, the sellers (the estate 
builders) are dictating the terms and 
have been raising prices at will, which is 
not justified by the rise in the price of 
steel, cement, labor cost or other con- 
struction material. The question exercis- 
ing the mind of the regulator is “Are as- 
set bubbles building up in some of these 
metros and satellite towns?” The other 
side of the same question, from the per- 
spective of the prospective investor was 
“Is it already too late to buy that prop- 
erty?” 

What is an asset bubble and how 
does it burst? What could be the indica- 
tions that the asset market is over- 
heated? Is the Indian property market 
witnessing any of these symptoms, at 
least in some centers? What is the global 
scenario? Is there any possibility of a glo- 
bal asset price meltdown? If so, what 
would be the likely impact on our home- 
loan portfolio? 

We could possibly begin by attempt- 
ing to describe an asset bubble and its 
crash as the phenomenon of “a very rapid 
rise in asset prices, caused by an unsus- 
tainable and temporary increase in de- 
mand, which generally emanates from 
investor overconfidence and easy avail- 
ability of credit, fueling speculative de- 
mand for houses. This generally leads to 
the creation of excess supply of assets 
and, in due course, in anticipation of even 
greater future demand. When prices 
reach very high levels, demand suddenly 
declines due to some trigger like a sud- 
den reversal of expectations. This would 
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result in a spectacular and sudden melt- 
down in the prices of housing properties; 
and mortgage-loans would, therefore, be- 
come partially ‘clean loans’, rents would 
fall, people will default on EMIs, banks 
will be hit, bankruptcies will be reported, 
industry will take a hit, and jobs will be 
lost. GDP growth will be hampered. 
When such asset bubbles burst, the 
stock market bubble, if any, may or may 
not burst in sympathy. 


Is there a bubble in the making? 
The current economic literature in the 
US is full of scary warnings on this front. 
Some advanced econometric models like 
the LPPL and the second-order Landau 
LPPL models have been used to predict 
such a crash in some of the states in the 
US in the second half of 2006. Twenty- 
five percent of the new bookings of home 
properties are reportedly for ‘renting’ or 
‘investment’ purposes. Refinance and re- 
lease of fresh financial resources to the 
tune of $3 tn has taken place in the last 
four years, on the back of astronomically 
high, but still rising, asset prices. So, 
there is no margin or value left in these 
properties to face a reduction in the mar- 
ket value to protect bank’s interest. Alan 
Greenspan has gone on record to disap- 
prove of these practices. Market risk 
haunts both the investor and the lender! 
While a section of experts are talking 
of a worsening price/rent ratio during the 
boom phase, still others are talking 
about a maximum sustainable ratio be- 
tween home property prices and average 
annual income levels. Some authors aver 
that whenever this ratio goes above say, 
eight, prices could be expected to crash. 
Some experts point out that as and when 
the bubble reaches dangerous levels, the 
gap between the vendors’ asking price 
and what consumers are prepared to pay 
for such assets, start widening visibly. 
One expert has findings to suggest that 
during the boom phase, an element of 
criminal conspiracy too may be at work. 
The independent valuers/appraisers 
come under psychological pressure from 
the willing bankers to inflate the value of 
the asset to be financed or to hike the 
figure of expected rent, so as to ensure 


that the required amount ef loan be- 
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comes justified. This may be happening 
due to the influence of bankers’ famous 
collective short-term memory. Some ref- 
erence has been made to the percentage 
of such assets which are sitting unsold or 
vacant as an indicator of the trouble to 
come. Thus, there does not appear to be 
any reliable single index to guide us in 
the matter. Author Robert M Campbell, 
in his book Timing the Real Estate Mar- 
ket, claims to provide clues to time one’s 
entry into and exit from the real estate 
market to earn maximum profits, but 
those principles which promise 16-17 
benefits, are yet to be tested in Indian 
conditions. 

The general situation prevailing in 
India is definitely not indicative of any 
serious danger. There are, however, some 
pockets like Bangalore, Delhi, and 
maybe Pune, where we are witnessing an 
abnormal asset price rise. Bankers 
would be well advised to exercise a great 
deal of caution in such pockets, and may 
insist on a higher than normal margin at 
such centers. They may scrutinize each 
loan application above say, Rs. 50 lakh 
with greater caution. There is, however, 
no need for curtailing such loans for genu- 
ine investors in these and other centers. 

Speaking in a similar vein, RBI's Re- 
port on Trend and Progress of Banking in 
India 2004-05, examines the issue of 
high credit growth. Some risk contain- 
ment measures have been prescribed by 
RBI for banks to follow and the relative 
risk weights have been increased from 
50 to 75% for housing loans; other guide- 
lines have also been issued so that a 
board approved policy for real estate is 
put in place by banks with better disclo- 
sure practices. 

This topic, under the heading “Is there 
a Retail Bubble Waiting to Burst?" was 
deliberated upon by the captains of the 
banking industry in a recent Round 
Table, conducted by Business Standard on 
October 24 in Mumbai. The moderator, 
noted columnist Tamal Bandopadhyay 
pointed out that retail assets had grown 
to Rs. 1,89,000 cr in the Indian banking 
system in 2004, from a mere Rs. 42,000 cr 
in 1999. These were also expected to go up 
to Rs. 12,50,000 cr in 8-10 years. NPAs 
were growing in retail assets. RBI had al- 


ready cautioned banks against reckless 
expansion of their home loan portfolios. 
He further observed that retail loans rep- 
resented a mere 6% of GDP, while the ra- 
tio was as high as 15% in China and 52% 
in Taiwan. 

Neil S Booker, CEO (India), HSBC, 
agreed with Cherian Varghese, CMD, 
Union Bank, who said that there is no 
bubble. Booker nevertheless observed 
that while he did not believe that there is 
a widespread bubble, ^There are how- 
ever, some pockets like housing, where 
prices have gone up very rapidly. These 
might be subject to correction. Well, that 
is entirely possible in Bangalore, 
Gurgaon, and even parts of Mumbai; but, 
the underlying demand across the coun- 
try remains very robust." He stated that 
a cataclysmic price fall in housing prop- 
erties, with a widespread fallout, was 
not likely anywhere. All bankers, how- 
ever, stressed the importance of first de- 
veloping proper risk management prac- 
tices, and setting up proper loan delivery 
and follow-up systems in place, before 
jumping onto the retail bandwagon. 
Other issues brought up by A K Purwar, 
Chairman, SBI, and other discussants, 
covered the area of suicidal competitive 
pricing policies and the aspects of cost as 
well as the availability of funds to meet 
ever-increasing demand for retail credit 
in the immediate future. Does that sig- 
nal that a round of interest rate hikes is 
around the corner? 


Caution is the key 

We can therefore, safely conclude that 
while there are some danger signals at 
some centers, which should be recognized 
for necessary action by the bankers and 
RBI, there is no cause for any panic reac- 
tion. Bankers are seized of the matter 
and they are in control of the situation. It 
would be desirable for IBA to constitute a 
team to go deeper into this area and also 
create several monitoring teams at major 
centers to study the situation prevailing 
on the ground, so that the creation of asset 
bubbles can be prevented. «^ 


Dilip Dasgupta 
Dean, The ICFAI School of Financial Studies 
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The Google Story 


oogle occupies a special place in 
he hearts and brains of the 
netizens world over. Heart, as it 


believes in doing no evil, brains, as noth- 
ing comes even close to what it can do— 
finding information. This very combina- 
tion of an intelligent, powerful, yet sober 
and unassuming, charisma of Google 
has given it a lifelike character and ap- 
peal that transcends cultural, geo- 
graphical, and language barriers, finding 
a place in the hearts of millions of 
Internet users. 

David Vise takes the reader through 
a journey that details the evolution of 
Google from a dorm room in Stanford 
University to the present Space-age 
Googleplex in Mountain View, Califor- 
nia. The story delves deep into the com- 
pany, giving the readers an insight into 
some lesser known facets of the com- 
pany, its founders, early angel investors 
and the employees, and, more impor- 
tantly, its business strategies. For in- 
stance, many would wonder if they knew 
Google runs the world's largest computer 
system that allows it to have an unpar- 
alleled computing power on custom-as- 
sembled PCs by Google employees in- 
side secure facilities. 

For a company that didn't find enthu- 
siastic investors in its early days, its 
present day stock is an anytime buy (its 
present stock price is soaring above the 
$400-level). It also serves as an example 
of how an inherent strength it has built 
over the few years, has given it the much 
needed strength to survive and compete 
head-on with industry heavyweights, a 
rarity in the boom-and-bust age of the 
technology companies. Its founders 
Sergey Brin and Larry Page are the life 
and soul of the company as they bril- 
liantly continue to take the company for- 
ward, quite unmindful of the established 
systems, often creating new rules to ben- 
efit the majority. It's one rare company 


Google is an unconventional yet highly successful technology 
company. Author David A Vise takes the reader through the 
intricate details that have made the present-day Google possible. 


inside the Hottest Business, Media and 
Technology Success of Our Time 


Google 


that has constantly put solutions to 
problems first rather than money, and 
that's one secret up for taking. And for 
doing this, it constantly focuses on inno- 
vative applications of technology —the 
real strength of the company. Sustaining 
the innovation at Google is the biggest 
challenge for the founders and the com- 
pany as it always keeps ahead of its ri- 
vals. Having the world's best brains, 
computing power, systems, manage- 
ment, worldwide adulation and atten- 
tion, still doesn't deter the company from 
focusing on its mission: “To organize the 
world's information and make it univer- 
sally accessible and useful." The com- 
pany is also working on molecular biol- 
ogy and genetics. Brin and Page want to 
make Google an unconventional com- 
pany and seems to be in the right direc- 
tion to achieve that. 


The possible dreams 
Being a no one in the hyper competitive 
business environment, Brin and Page 





The book reveals how an 
ambition to provide solutions 
for people has been 
transformed into a billion 
dollar business. It also 
provides valuable lessons on 
humanist technologies and 
business with human values. 


Author: David A Vise; 
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ventured out to create something that 
the people would like to use without be- 
ing asked too many questions. They 
never let anything to come in between 
and interfere in their way of running the 
company or lose control over it; a combi- 
nation of dependence on each other and 
remaining independent of everyone else, 
allow them to do whatever they think as 
right. This, combined with their belief 
that inventors have to see their inven- 
tions live and grow, made these two 
young men turn a graduate level re- 
search project into a multi-billion-dollar 
global business. Yet, the author notes 
the founder's attitude as they think that 
Google would be the smallest of accom- 
plishments that they hope to make in 
the next 20 years. In 1995, Brin and Page 
met during a student orientation pro- 
gram at Stanford for prospective stu- 
dents. Though both have different per- 
sonalities, their common ambitions, in- 
terests, skills, and their interaction at 
the university has forged a lasting 
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friendship between them. 

Brin was considered to be a brash 
young man with limitless ambition, a 
problem solver, and an engineer, while 
Page, was considered as a deep thinker 
often trying to solve problems faced by 
the society at large like accident-free, 
cheap, and fast public transportation 
systems. The starting point for the evolu- 
tion of Google lay in a research group 
called MIDAS. Brin with his Professor 
Rajiv Motwani began working on the 
ways to extract information from large 
chunks of data. Meanwhile, Page was 
tinkering with the search engines to find 
how they analyzed data and found the 
key to their would-be super search en- 
gine—analyzing links. Teaming up with 
Brin, Page started downloading the Web 
onto his desktop and even devised a 
method he called ‘PageRank’ that would 
assign priority to websites with quality 
links that linked back to it. By 1997, they 
had the first version of their search en- 
gine—Backrub. After some more refine- 
ments, they chose to rename their search 
engine, and thus was born Google (the 
result of a brainstorming session and a 
misspelling by his office-mate Sean 
Anderson). However, with limited finan- 
cial resources, both Brin and Page kept 
their search engine to the bare mini- 
mum. 

After failing to get Altavista buy 
their search technology for as little as 
$1 mn, and Yahoo! choosing to focus on 
content, they, with some help from their 
Professor David Cheriton, met Andy 
Bechtolsheim, a legendary investor in 
start-ups. Their quite different approach 
of focusing more on the serviee, instead of 
trying to spend money on promotion, im- 
pressed Bechtolsheim, whe visualized 
highly relevant ads appearing beside the 
search results, and he right away wrote a 
check for $1 mn on Google Inc. that was 
formally incorporated after two years. 
The first signs of Google’s prowess 
showed up in their first presentation 
that showcased its advanced capabili- 
ties over other search engines in putting 
up the most relevant and accurate re- 
sults on top. And their secret sauce for 
this was the PageRank algorithm, com- 
bined with what words appeared and 
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how in the website. 

Page and Brin left Stanford in the 
Fall of 1998, moving their research 
project, Google, to a nearby garage, hiring 
their first employee Craig Silverstein, 
their fellow-student at Stanford. Soon 
they shifted to University Avenue, Palo 
Alto, hiring some more employees. With 
a strong belief that search would be the 
key to navigate the ever-expanding 
World Wide Web, Google chose to focus 
on that, instead of trying to do too many 
things. Faced with a money crunch, yet 
not willing to lose control of their com- 
pany, they got Kleiner Perkins and Se- 
quoia Capital to invest $25 mn in equal 
shares of $12.5 mn each, retaining their 
control. Meanwhile, they accepted the 
only demand from the venture capital 
firms—to have a experienced industry 


consumed. They saved a lot of money by 
putting up rack servers and thus, buying 
space. And they hardly spent anything 
on advertising, instead chose simple 
ways to promote their company. 

Danny Sullivan, a 30-year old re- 
porter turned search engine consultant, 
had a big impact on the Google founders 
and the company's future endeavors. He 
started his own online newsletter about 
search engine marketing and found 
many unanswered questions. Page and 
Brin were wondering how to promote 
their company globally spending the 
least amount of money. It was very 
simple; partner with Sullivan, who had a 
good respect for the company and their 
values. While every other search engine 
company were selling search ads mixing 
them with search results, Google found it 


person run the company. very difficult to digest the fact that they 

diluted the ultimate purpose of the 
— EEDENUSE corate resia Although they 
The Burning Man festival in David AViseisa never wanted to compromise 
the stretch of Nevada's Black Pulitzer Prize- on the search results quality, 
Rock Desert had an acciden- winning they soon had to find a source 
tal beginning in 1986, when a reporter for the to earn revenues and their 
group of friends burned an — Post present licensing didn’t give 
eight-foot wooden effigy of a them enough. After much de- 
man. Brin and Page often author of three liberation, Google incorpo- 
went to this festival to experi- books, including the ^ rated some very uncommon 
ence a different world where New York Times modifications to their ads. 
money was least valued and best-seller The They came in short descrip- 

T i Bureau and the ; 

could get nothing except a cup Mole. tions, clearly marked as spon- 
of coffee. It was at this place sored links appearing on the 
that the duo found the inspi- left side of the page, thus not 


ration to value ideas and people, instead 
of money, and also to foster a team cul- 
ture of working for each other at Google. 
Further, it also led to the very unique— 
Google Doodling. It is the practice of hav- 
ing a theme for the Google logo on some 
special days like Halloween when the 
Google logo would resemble a Halloween 
theme. Perfectionists as they were, the 
duo Page and Brin started to experiment 
with the site layout to make it look more 
polished while expanding their data cen- 
ters with custom-built computers 
bought from companies that offered 
them at discount rates. Even the data 
centers were housed in warehouses 
where they were charged for the space, 
but not for the electricity the computers 


interfering with the search results. It 
was well-received by the audience and 
the users. For Google, it was soon to be- 
come their biggest revenue generator. 
Soon, Google was rapidly expanding 
its products with well-supported and 
looked after staff, who got free meals, 
wireless Internet-enabled chartered 
buses, with a totaly fun-filled environ- 
ment inside Google. Importantly, around 
the same time, Microsoft lost an 
antitrust case against its bundling of 
products. This attracted a lot of top tal- 
ent to Google as it was thought of having 
one of the best-in-breed products with a 
fun-filled environment at its workplace. 
Soon, Google tied up with Yahoo! to pro- 
vide search results, next was offering the 





service in various languages, and it also 
started its affiliate program where 
websites could use Google’s search capa- 
bilities to allow users to search for infor- 
mation through the website. Google was 
on its way to become a lexicon in the dic- 
tionary continuing to offer its topnotch 
quality service to people at anywhere 
anytime across the world. Google also 
started to ramp up its operations glo- 
bally. And, by the year 2001, Google 
earned its first profit—a cool $7 mn. 

It was about time for Brin and Page 
to hire a CEO for the company and they 
reluctantly met Eric Schmidt, who was 
serving as the CEO of Novell. The cre- 
dentials of Schmidt, combined with his 
cool temper and the ability to duel and 
argue with the duo, got him the post of 
CEO. Schmidt took care of running the 
business, while Brin and Page continued 
to do what they are best at—focus on 
their search engine. 

However, the duo played some practi- 
cal jokes on Schmidt to test his patience. 
Google now started to show signs of su- 
per growth. With many strategic part- 
nerships with companies like Yahoo!, 
AOL, Earthlink, and Ask Jeeves, etc., its 
ad business was showing signs of good 
growth, and Google optimized and grew 
it to such and extent that it was very 
tough replicating its network or business 
for its competitors. By the end of 2002, it 
had revenues of $440 mn with $100 mn 
in profits and nearly 250 million affili- 
ates. 

Helping it to do this, was the con- 
stant innovation at Google for its ser- 
vices. For example, Google allowed the 
companies to decide the bid amounts for 
displaying their ads on top but they al- 
ways were shown depending upon how 
many people clicked the ads and not 
guaranteeing top spots just because they 
bid more for the keywords. A very uncom- 
mon characteristic indeed! 


The money machine 

Google is an uncommon company in a 
world of cut-throat competition. Ask 
Jeeves, once a well-respected and popu- 
lar search engine, lost its way in the 
dotcom bust of 1999. However, Andy 
Berkowitz, who led the company, saw 


that it still retained a good brand value 
and wanted to capitalize on that. He first 
acquired Teoma, another search engine 
adept at providing results related to spe- 
cific areas. 

Adding to that and disagreeing with 
many experts’ opinions—he partnered 
with Google for delivering ads to Ask 
Jeeves customers. Jeeves, a loss making 
company, saw its fortunes turn by the 
end of 2004, which saw it record a profit 
of $50 mn. All this was possible due to a 
economy that was building up: The 
Google Economy. 

Krishna Bhagat, horrified at the 
September 11 attacks on the World 
Trade Center, wanted to create a system 
for getting updated news from various 
sources across the globe. The 20% rule at 
Google, which stipulated that employees 
spend 20% of their time on their per- 
sonal research, gave birth to the now 
widely popular Google News. Similarly, 
Craig Nevill-Manning developed Froogle 
which helped people compare prices of 
products. 

Google by now had grown into a glo- 
bal force on the Internet. People started 
to use its wide array of services to find 
information instantly. There was no 
other service that was used as exten- 
sively as Google. In the spring of 2004, 
Google announced that it would start of- 
fering its Gmail service with a whopping 
1 GB of storage and that it would allow 
people to search their e-mails without 
worrying about sorting or storing or de- 
leting their mail. 

Further, it informed that the mails 
would be scanned to deliver targeted 
ads, and this raised a huge furore over 
the privacy issues. Google carefully 
dealt with the concerns and now has a 
huge fan following for its Gmail service 
too. As with every other business, 
Google too comes across serious issues. 
This time it was with pornography 
sites, who tweaked the results to make 
themselves appear on the top of the re- 
sults. However, Google has its own 
policy of deciding which ads will be ac- 
cepted and which will not be, most often 
by Brin. However, Google has developed 
a safe search filter that filters out the 
pornography results. 


The Google Story 


Ordeals of a different kind 

Brin and Page had their biggest chal- 
lenge coming up their way. By April 
2004, they had to take their company 
public, which they never liked. All their 
expansion plans needed money and all 
the stock options given to the employees - 
needed a way of converting them into 
cash. Finally deciding that they needed 
to go public, Brin and Page decided that 
they will do it in their own way. For this, 
they choose unconventional methods like 
its Dutch Auction system to let even 
people with small amounts of money to 
purchase shares in Google, keeping the 
margins of investment bankers to the 
minimum and having a dual class of 
shares to help them retain control over 
the company, even after going public. 
Even the bankers were selected after a 
careful scrutiny. It further infuriated the 
SEC with its statements, which re- 
quired some experienced professionals 
to touch it up to make it acceptable to 
everyone. 

On May 2004, a big trouble erupted ` 
when Geico, an insurer, accused Google of 
stealing its business and putting them 
in the hands of its competitors through 
its ads system. Adding to the chaos was 
the interview published by Playboy in its 
silent period. Google quickly put things 
in perspective by settling the lawsuit of — 
Overture by offering shares, and after 
SEC cleared them free of not remaining 
silent; it had one of the best IPO’s in 
recent years which saw its stock price 
debut on Nasdaq by ending the day at 
$100. For Google, all this added to more 
publicity, and its image further strength- 
ened as one which cares for its users. If 
there was one thing which attracted 
people to Google, it was its free meals. 
And making this all happen, was their 
executive Chef Charlie Ayers. He regu- 
larly dished out nutritious meals for the 
Googleplexers and allowed them to work 
without getting tired. 

Brin and Page are not only brilliant 
people, but also exceptional business- 
men with a strong acumen for business 
innovations. The fact that they cut short 
their travel plans to pitch for a partner- 
ship, quoting a more profitable option, 
which eventually was given to Google, il- 
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lustrates this. The innovation engine 
never stopped at Google though, and it 
proved to be unnerving for its competi- 
` tors. It was a tough time for Microsoft, 
which saw Google invade its turf with the 
exceptional Google Desktop search soft- 
ware. On the other hand, its blend of 
hardware and software went on to be- 
come increasingly tough to replicate, giv- 
ing Google enormous and unrivalled 
computing power in the world. Google 
was unconventional and they lived up to 
it. They could have made millions from 
ads on their Spartan homepage visited 
by millions of people to start their day on 
the Internet, which they never did. 

But yes, they used it when a natural 
calamity happened, reaching out to 
people, helping them in the most difficult 
times. An empathetic company with a 
real soul! Even its products like Google 
Earth came in very handy in times of 
natural disasters like the recent Katrina 
and Wilma hurricanes, helping people 
locate each other and rebuild their neigh- 
borhoods. 

The lawsuit filed by Geico took quite 
some time to be decided. However, for 
Google, the verdict came in its favor with 
some instructions to make sure that 
businesses didn't suffer from Google's ad 
systems. Things were not supposed to be 
the way they were, and Google made it 
sure that it always had something in,its 
bag to surprise the world. They did this 
by announcing that they were digitizing 
the libraries of Michigan University, 
which had 7 million volumes with it. 
However, they were on this idea from 
2002, which was a well-kept secret. Brin 
and Page are of the opinion that books 
 resembled an encyclopedia and they 
want people to access this massive infor- 
mation. Next in line was Harvard Uni- 
versity, followed by Oxford University's 
Bodleian Library, New York Public Li- 
brary, and then, there was their very own 
Alma Mater—Stanford University. For 
Google. the problems rose from people 
like publishers, authors, and librarians, 
who believes that Google is infringing on 
copyright laws. Google on its part played 
down the issue, saying that people will 
be able to search only pages and cannot 
read the entire book online, further stat- 
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Unknown to many, 
Google has its own 
philanthropic arm 
Google.org that 
tries to provide 
solutions to 
problems faced by 
people across the 
world. 
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ing that it would help te increase the 
sales of the books. 


Going forward 

Not everything was fine with Google Ads, 
their main source of revenue. In fact, its 
Chief Financial Officer George Reyes 
notes that click fraud is the most signifi- 
cant threat to Google’s business model. 
And this fear came true when people 
started clicking their competitors ads, 
making them lose money or clicking ads 
appearing in their pages to earn money 
from Google. 

Taking up click fraud as a serious is- 
sue, Google along with many other 
search engines agreed that if not checked 
in its roots, this could seriously under- 
mine a huge, successful economy built on 
ads. Google seems to be getting better at 
identifying click frauds sending out re- 
funds, but sometimes it even mistakes 
genuine complaints by not responding to 
them. Google, though not intentionally, 
became a thorn in the flesh of Microsoft. 
Microsoft never let any of its competitors 
breathe easy. 

People started to compare Microsoft 
with its flat stock, buggy software, and 
huge unyielding employee structure, 
with a rapidly burgeoning Google with 
its high share price, highly sophisticated 
and easy-to-use software and intelligent 
people. Google was not willing to let any- 
one including the deep-pocketed 
Microsoft to come in its way. It con- 
stantly kept Microsoft busy with other 
matters, which didn’t allow the 
Redmond king to focus on beating Google 


in its game, search. It further pained Bill 
Gates that leading magazines started 
comparing Google with Microsoft, often 
predicting that Google would do its best 
to bring down Microsoft. 

Money now started flowing in mil- 
lions and the company was constantly 
getting valued higher and higher with its 
exceptional quarter after quarter re- 
sults. Again Google did it differently; it 
never provided any future guidance on 
anything. The company reinforced the 
belief of shareholders in it with its excep- 
tional performance. And with a brand 
recognition that was unbeatable, Google 
has already been termed as the money 
machine. Its stock which debuted at $85, 
has already crossed the $400 mark, tak- 
ing it to the select few companies with a 
market capitalization over $100 bn. 

Google never stopped its growth 
plans and China was its biggest oppor- 
tunity with millions of people hooked on 
to Internet. The recruitment of Kai Fu 
Lee as President of Google China gave 
Microsoft its chance to attack Google. 

However, Google still continues to 
grow at a rapid pace, it has already seen 
its second IPO bring in another $4 bn in 
cash to its war chest. On the other hand, 
its innovative products and services are 
still continuing to add more and more 
people to its loyal customer base. 

Unknown to many, Google has its 
own philanthropic arm Google.org that 
tries to provide solutions to problems 
faced by people across the world. One of 
its objectives is to make people’s lives 
healthier and smarter by providing in- 
formation, and that explains its inter- 
est in the genetic research. Pairing up 
with Scientist Craig Venter, Google has 
offered its huge computing power to as- 
sist the research in genetics. Google is 
unlike any other company; it has offered 
to use its exceptional computing power 
paired with its strength in analyzing 
huge mountains of data to provide an- 
swer for issues which could relive many 
of their pain in their lives.“ 


Aala Santosh Reddy 
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Editor: E N Murthy 


Growth: The Other Side 


This issue greets you with the list of The Analyst 500 for the second 
year in a row. It showcases everything that the Indian corporates had 
accomplished in the fiscal 2004-05. The analysis, though late, reveals 
certain intriguing features, besides reaffirming that India Inc. had the 
tenacity, though its competitiveness was earlier constrained by govern- 
mental actions, to wither away global competition with élan. 


Not surprisingly, it is the old economy companies and interestingly, 
many of them are Public Sector Undertakings that occupied the higher 
echelons of the list. Oil companies have contributed as high as 31.43% 
to the total net sales of the companies listed in the The Analyst 500, 
followed by sectors such as Banking, IT, Pharma, and Automobile in- 
dustries. Though, the performance in the fiscal 2005 is quite in line with 
the overall growth rate of 6% that we have been witnessing over the last 
15 years, we cannot afford to be oblivious of the other side of the ‘growth’. 


Our growth is essentially of a ‘bi-polar’ nature. It is dangerous to 
leave it unattended for it depicts India as a country of contrasts. Amidst 
plenty, we have about half of our population living in poverty. Accretion 
of wealth is thus highly skewed. We are no doubt a super-competitive 
country at least in sectors, such as IT, where our software companies 
are known to provide solutions to the best of multinationals. At the same 
time, we also have a great chunk of population reeling under illiteracy, 
poor healthcare, and under-nourishment. 


The lousy infrastructure that we are living with is another example 
for contrasts. On one hand, our software companies transmit complex 
data of trillions of bytes via under sea cables at the click of a mouse while 
on the other, it takes hours for a rider of a Maruti, Indica or Benz to inch 


forward on the choked roads of Mumbai, Bangalore or Hyderabad. The - : 


World Bank index of cost-of-doing-business places India at 116" position 
in a list 155 countries. Indeed, one section of the world market still 
considers us as a country of license-raj. Cumulatively, all these factors 
are making a subtle reflection on the poor FDI inflows into our country 
vis-à-vis China. 

If we have to sustain whatever growth that our corporate world has 
registered, and at the same time, keep the negative fallouts of the free 
market economy under check, taking a cue from the developed coun- 
tries like the US and Germany which are known to spend considerable 
share of their GDP on public expenditure, we must make political 
choices that, too, quickly. We must use the wealth created to provide 
healthcare, education and social security to the teeming population. We 
must create basic infrastructure that fuels growth further. We must 
reengineer our educational system to churn out ‘employable graduates’ 
in the fast changing technological world of tomorrow. 


Corporates too can and need to chip-in in this whole exercise of 
creating a "more inclusive brand of capitalism" by "incorporating 
previously excluded voices" and simultaneously delivering "economic, 
social and environmental benefits," all in one go. 


GRK Murty 




















We have seen another quarter of steady growth and our initiatives in strategic 
alignment, capability building and operational excellence are all on track. 


- Nandan Nilekani 

CEO, President and Managing Director, Infosys, 
after the announcement of Q3 results. 

Infosys posted a net profit growth of 31%. 


It is not just product development, we are talking about consulting, worldwide 
support, call centers, direct sales, technical sales and analytics. 

— Derek Williams 

Executive Vice-President, Oracle Asia-Pacific 

and Japan on Oracle's plans for India. 


The first half of the current fiscal recorded 8.196 growth and although there will 
be some slowing down in the second part of the year, I am sure the year will end with 
a growth of over 7%. Perhaps close to 75%. 

-P Chidambaram 
Finance Minister. 


Indian IT industry is able to work on innovation and value addition to some 
extent. This has to be pursued vigorously in all verticals of the industry. 


—Tejendra Khanna 

Chairman, Ranbaxy Laboratories Lid. 

at ‘Leadership Summit 06’ at Indian School of Business (ISB) 
in Bangalore. 


There is increasing evidence from Chinese leaders and company executives 

about their interest in cooperating with Indian companies, both bilaterally and in 
third countries. 

— Mani Shankar Aiyar 

India’s Petroleum Minister, on India’s Oil and Natural Gas Corp. (ONGC)’s 

agreement for cooperation with rival China National Petroleum Corp. (CNPC). 


“There is no plan for GM to become bankrupt"- 
- Robert Lutz 
Vice Chairman, General Motors 


India has a fantastic pool of software professionals. The world needs to benefit 
- Bill Gates 
During his recent visit to India. 


We have a plan to insure that we maintain cur leadership in the auto industry. 
— Jagdish Khattar 

Managing Director, MUL 

when asked whether the Rs. 1 lakh car from the 

Tata stable couid challenge Maruti's dominance in the Indian market. 
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A look at the performance of India Inc. says it all—it is the old economy firms, notably the big guns from the 
PSU sector, which rule the roost. Presenting you herewithThe Analyst 500—a report card of who's who of 


India Inc. 


... leadership is defined by results not 
attributes. 


Meter F Drucker, the legendary 
"management thinker, remarked 

in his book, The Practice of Man- 
agement that the first dimension of every 
act, every decision, and every deliberation 
of management has to be an eeonomic di- 
mension. and that it (management) can 


justify its existence and authority only by 
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the economic results it produces. True, 
nothing can substitute economic perfor- 
mance. And it is the economic perfor- 
mance alone that separates winners from 
laggards. Against this backdrop, present- 
ing you herewith the scorecards of who's 
who of India's top 500 companies. 

Any guesses, who the winners are? It 
doesn't take much to see who has raced to 
the top of the chart and who is lying low at 
the bottom. It is once again the big boys 
from the public sector who steal the show. 





One may ask, what is in size? The answer 
is, a plenty. Take a look at the companies 
adorning the top 10 list and the picture 
becomes clear. PSU behemoths dominate 
the rankings, accounting for as many as 
eight places, with Indian Oil Corporation 
(IOC) emerging as the numero uno in 
terms of net sales. The oil giant is way 
ahead of Reliance Industries, the number 
two on the list and miles ahead of other 
firms which figure in the top 10 list. The 
other private-sector firm which has been 


Monthly Returns 


2004-05, 12-Month Average %, BSE 





able to break into the top 10 list is India’s 
top automaker Tata Motors. Another in- 
teresting aspect about the top 10 is that 
the oil sector dominates the list with six of 
the top 10 companies representing the sec- 
tor. Further, it is the old economy busi- 
nesses which rule the roost, occupying 
more than half of the places among the top 
30 firms. Bharti Tele-Ventures, the tele- 
communications major makes its debut at 
No. 30; it’s significant to note here that the 
company came out with its IPO only last 
year. The three software technology giants, 
TCS, Wipro, and Infosys are ranked at 
numbers 31, 34, and 37 respectively. 

The 500 list, however, is broad-based 
with representation from all the major 
industries. 


The big picture 

The fiscal 2004-05 brought-in more good 
news from India Inc. Most of the compa- 
nies recorded healthy growth rates in net 
sales and PAT. The Analyst 500 compa- 
nies notched-up an impressive combined 
net sales figure of Rs. 12,78,159.33 cr, an 
increase of 19% over previous year’s show- 
ing—a testimony to the booming Indian 
economy. It’s not surprising that the oil 
sector companies contribute as much as 
31.43% of the total net sales of The Ana- 
lyst 500 companies. The banking sector 
companies accounted for 11.70%. Eight 
sectors comprising of Steel, Auto, Phar- 
maceuticals, Power, Telecom, and IT, ac- 
counted for 66.11% of the total net sales of 
The Analyst 500 for the fiscal 2004-05. 





Interestingly, within each of these sec- 
tors, the top three companies were the 
driving forces. In the oil sector—the lead- 
ing sectoral contributor to the total net 
sales of The Analyst 500 companies—the 
top three companies accounted for 
67.77% of the total net sales of the nine oil 
companies that find a place in the 500. In 
the telecom sector, the top three compa- 
nies (out of eight) accounted for 87% of the 
total net sales of the sector. Power (15 
companies) and IT (18 companies) sec- 
tors had the top three companies account- 
ing for more than 60% of the net sales. 

In terms of the number of companies 
that made it to the The Analyst 500, the 
banking sector tops the list with 36 com- 
panies followed closely by textiles and 
yarns at 35. Auto and pharmaceuticals 
sectors each had more than 25 compa- 
nies in The Analyst 500. While some 
companies continued to dominate the 
sectors they represented, some others 
managed to spring a surprise or two. Re- 
cently listed TCS managed to topple 
Wipro as the leader in the IT sector, 
while Bharti Tele-Ventures moved to the 
top position in the telecom sector. 


Oil - IOC leads the pack 

With net sales of Rs. 144,884 cr, Indian 
Oil Corporation (IOC), India's largest 
and the world's 18^ largest petroleum 
company, is the unchallenged leader in 
the oil sector with its nearest rival Reli- 
ance Industries clocking around half of 
IOC's net sales; interestingly, it leads 


Price Earnings Ratio 


2004-05, 12-Month Average (Times), BSE 
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Market Capitalization 


2004-05, 12-Month Average, BSE, Rs. '000 cr 





the pack even when the net sales of RIL 
and HPCL the next two toppers of the oil 
industries are combined. The company's 
net sales grew at a Compounded Annual 
Growth Rate (CAGR) of over 9.05% dur- 
ing the last four years while its PAT grew 
at 14.12% during the same period. 
HPCL, third in the list of top oil compa- 
nies showed an impressive growth of 
17.64% in net sales over the previous 
year. Its four-year CAGR for sales was 
the highest among the top three oil com- 
panies at 11.30%. Reliance Industries, 
the largest private-sector oil company in 
India, recorded a fall of 5.48% in net 
sales over the previous year. Its percent- 
age change in PAT over the previous 
years stood at an impressive 47.39%. In 
terms of PAT, the oil industry performed 
poorly and it is reflected in the negative 
growth in PAT of IOC, -30.17% and 
HPCL -32.91%. IOC achieved a major 
milestone when its 120,000 tons Linear 
Alkyl Benzene (LAB) plant at its refin- 
ery in Baroda went on steam recently; it 
is the largest grass root LAB unit in the 
world. On the whole, the performance of 
the sector is commendable, given that 
during the year crude oil prices spiked. 


Banking — Not surprisingly, SBI 

SBI once again emerged as the domi- 
nant player in the banking sector as it 
topped the list among banks in The Ana- 
lyst 500. With total net revenues of Rs. 
38,840.94 cr, it left behind its two near- 
est rivals ICICI Bank (Rs. 12,355.02 cr) 
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and Punjab National Bank (Rs. 10,126 
cr) by miles. However, over the last few 
years, ICICI has shown promising 
growth. It has already gone ahead of 
PNB to emerge as the second largest 
bank in the country. Also, its CAGR for 
net sales at 47.39% is way ahead of the 
CAGR’s of SBI (3.55%), and PNB 
(7.26%). Its CAGR for PAT too is the 
highest among the three at 66.92%, 
while PNB and SBI lag far behind with 
25.84 and 15.35% respectively. 

On the whole, in spite cf the falling 
income from g-sec trading that affected 
the growth rate of net profits of banks at 
7% compared to 30.4% for the previous 
year, the banks have shown a good re- 
solve for growth. The rise in interest 
rates, fee-based income and an impres- 
sive 35.20% growth in farm credit helped 
the banking sector turn-in an impressive 
performance. Loan disbursements in the 
housing. consumer and personal loan 


segments too grew significantly. 


Steel - SAlLing ahead 

For the Indian Steel industry, 2004-05 
brought good fortunes. As the demand for 
steel zoomed, Indian companies 
encashed the opportunity well. SAIL was 
the best performer with net sales of 
Rs. 29,706.79 cr; that was almost double 
to its nearest competitor Tata Steel's 
Rs. 15,259.78 cr. In fact, all the top three 
companies turned-in impressive year-on- 
year average growth rate of 40% in sales. 
The average four-year CAGR in PAT was 
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72% for the top three companies. Ispat 
Industries had a whopping 1,470.5396 
year-on-year growth (benefitting from a 
lower base, of course) in its PAT, while 
SAIL and Tata Steel notched up impres- 
sive growth rates of 171.37% and 98.95% 
respectively, on account of major restruc- 
turing exercises, during the said period. 
However, the volatile global steel prices 
remain a concern for the entire sector. 
Further, poor infrastructure, in terms of 
inefficient ports and high cost of capital, 
too remain areas of major concern. 


Auto Industry — Decent run 

The Auto industry had a decent run in 
fiscal 2004-05 with growth seen across 
all the segments including passenger ve- 
hicles, two-wheelers, and commercial ve- 
hicles. Tata Motors led the charge with a 
33.91% growth in net sales over the pre- 
vious year, while Hero Honda and 
Maruti followed it with 24.209» and 
20.10% growth rates, respectively. How- 
ever, Tata Motors and Hero Honda 
struggled with falling operating profit 
margins—Tata Motors (from 7.496 to 
5.69%) and Hero Honda (from 13.42% to 
12.52%)—over the previous year. In con- 
trast, Maruti’s margins improved from 
5.31 to 7.90% in the said period. 

On the whole, the passenger car seg- 
ment saw the sale of passenger cars al- 
most tripling over the last five years; the 
increase in demand for luxury models ex- 
plains the entry of top multinational 
auto companies like Porsche and Skoda 


| 








into the Indian auto market. According 
to industry experts, the total production 
of automobiles is expected to touch the 
10 million mark in 2006, up from 8.45 
million in 2005. 


Power — A mixed bag 

A PSU tops again. NTPC with net sales 
of Rs. 22,787.10 cr outshined Reliance 
Energy and Tata Power which individu- 
ally clocked around a quarter of NTPCs 
sales. Reliance Energy saw its OPM fall- 
ing from 6.71% in 2004 to 4.44% in 2005 
in spite of a surge of 62.54% in PAT and 
17.1% in its net sales over the previous 
year. Tata Power's net sales dropped by 
5.25% while its OPM fell from 20.08% in 
2004 to 12.02% in 2005. 

The Indian power sector is still domi- 
nated by the public-sector units which 
own 89% of the total power generation 
capacity. After taking into account the 
current demand and supply gap and ex- 
pected increase in per-capita consump- 
tion in the country, the 16” Electric 
Power Survey, conducted by the ministry 
of power, has projected a peak load de- 
mand of 1,57,107 MW and an energy de- 
mand of 975.2 billion units by the end of 
March 2012. The Electricity Act 2003 
has opened up several opportunities for 
the existing players and is also likely to 
result in increased competition in the 
power generation sector due to the waiver 
of licensing criteria for thermal genera- 
tion. The reforms initiated by the central 
government in order to revive the sick 
SEBs through privatization of the power 
generation and distribution activities 
are also welcome moves. 


Computers & IT — A tough fight 

TCS, which became the first Indian IT 
company to touch a billion dollar turn- 
over in 2003, registered sales of 
Rs. 8,039.98 cr in 2004-05, while Infosys 
and Wipro were not far behind with fig- 
ures of Rs. 7,554.35 cr and Rs. 6,860.06 cr 
respectively. Both the companies saw 
their net sales grow by over 40% the vis- 
a-vis to the previous year. With four-year 
CAGRs of 20.53% and 27.46% respec- 
tively, Wipro and Infosys continued to 
turn in impressive results. In terms of 
PAT, Infosys was ahead of Wipro and 
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competitive examinations. 








This book is for the candidates who are 
appearing for Union & State Public Service 
MI Commissions Competitive Examinations, 
LIC, GIC, AAO, RBI Grade A & B, Bank 
= PO, CDS/NDA/OTA, Delhi Police SI, 
Income Tax, Central Excise Inspectors, SSC 
ES Assistant Grade, LDC, Accounts & 
| Auditors, MBA, Hotel Management etc. 
The book is no doubt an appropriate & 
relevant guide. 
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gmwurc | | This book contains all types of questions 
E I asked in various competitive examinations; 
VERBAL & fully solved examples with explanatory 
TH) Ay 2:1: answers and a huge collection of practicable 


pe AS ON IN t questions. It is a unique book of reasoning 





which is meant for competitive 
examinations like Bank Clerical, Bank PO, 
LIC, GIC, MBA, Assistant Grade, Excise & 
Income Tax, IAS, IFS, AAO, Railways, 
Hotel Management & others. Question 
papers & references given on memory basis 
will lead the students to success. 





R.S. AGGARWAL 


Rs. 460/- 
Code: 06055 





This book is written in a simple & lucid 
style. Due importance is given to provide 
enough explanation for each topic. For 
clarity & authenticity, additional explanation 
I has been given wherever possible, in the 
IM form of footnotes. Wide coverage of topics 
would help the students in general to find 
sufficient material for the chapters contained 
in the syllabus. Both the students as well as 
the teachers will find the book interesting & 
useful. The chapters in the book cover the 
topics that are included in the syllabi of B.A. 
& M.A. Degree courses on the one hand & 
[L.A.S & K.A.S. examinations on the other. It 
also contains lessons that form part of MBA, 
Nursing & five-year Law courses. 
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S. CHAND 


Rs. 260/- 
Code: 18051 












EN This book is an efficient guide for the 
! candidates preparing for the MBA 
B entrance examinations. The book contains 
B a huge accumulation of objective type 
B questions fully solved by short-cut 
B methods and it is hoped that the subject 
Bi matter will lead candidates to success. 
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TCS with a profit of Rs. 1,904.38 cr. Its 
four-year CAGR for PAT too was the 
highest at 23.91%. It added around 
Rs. 2,100 cr to its net sales over the pre- 
vious vear. For the Indian IT sector in 
general. the year was quite eventful as 
major and mid-rung companies ex- 
panded their operations abroad, while 
severa. more foreign companies set up 
development and R&D facilities in the 
countrv. The fact that global giants like 
Cisco, Intel, and Microsoft, are looking to 
step-up their Indian operations is a tes- 
timony to the positive near-term outlook 
for the sector. 


Pharmaceuticals - Healthy Cipla pips 
others to the post 
For the three pharma sector toppers, 
2004-05 was a tough year. While 
Dr. Reddy's Labs recorded a drop in net 
sales (-6.11%, Rs. 108 cr), Ranbaxy’s 
sales grew by a mere 0.7%. Cipla with a 
17.26% growth was the best performer 
among the three. Ranbaxys PAT went 
down by as much as Rs. 267.25 cr to Rs. 
527.52 crore while DRL lost Rs. 217.74 cr. 
Cipla with a PAT of Rs. 114.02 cr again 
topped the list. In case of OPM, while 
DRL's and Ranbaxy’s margins fell drasti- 
cally from 15.38 to 1.23% and 19 to 
12.93% respectively, Cipla’s margins saw 
a marginal fall from 18.53 to 18.48%. 
But with all the major players step- 
ping-up their R&D efforts, there are 
bound to be positive results in the long- 
run. In 2004-05, DRL’s total R&D expen- 
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diture was as much as 18.29% of its total 
turnover while Ranbaxy and Cipla spent 
around 9.3% and 8.2% of their total rev- 
enues on R&D, during the same period. 
Becoming TRIPS compliant in early 
2005 has helped them graduate from 
being ‘copycat’ drug makers to innovative 
drug makers. Global operations are also 
expected to add to their bottom lines. For 
example, overseas sales contributed 
nearly 79% of consolidated sales of 
Ranbaxy in the fiscal 2004-05, while it 
was 66% for DRL. Further, China has 
emerged as a platform for these compa- 
nies to expand their reach globally, as 
the country offers the benefit of lower 
costs. DRL and Ranbaxy have already 
set up their manufacturing units in 
China. Surely for the pharma giants, the 
best is yet to come. 


Telecom - Bharti on a song 

In the telecom sector, while MTNL and 
VSNL struggled, Bharti Tele-Ventures 
had a smashing year with net sales of 
Rs. 8,155.78 cr and it recorded a growth 
of 61.95% over the previous year. The 
company added 4.5 million subscribers 
(total 11.8 million) and seven new circles 
that made it the first private operator to 
have a national footprint. Its mobile ser- 
vices business contributed a whopping 
68% to its revenues. While Bharti saw 
its PAT grow at an astounding 109.2196 
over the previous year, VSNL had a four- 
year CAGR in PAT of -14.37% and 
MTNLs PAT grew at -7.82% in the same 
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period. In case of OPM, while VSNL saw 
its margins going up from 8.54% in FY 
2004 to 11.32% in FY 2005. MTNL and 
Bharti saw their margins fall from 
20.96% and 44.90% in 2003-04 to 9.22% 
and 41.74% in 2004-05 respectively. 

The Access Deficit Charge (ADC) has 
been responsible for wiping out major 
portions of the bottom line for telecom 
companies. In case of MTNL, for example, 
the impact was close to Rs. 579 cr. How- 
ever, in February 2005 TRAI reduced the 
ADC on both incoming and outgoing ILD 
calls as well as NLD calls, and this is 
bound to have a positive impact over the 
next few years. According to TRAI, in 
2004-05, the mobile subscriber base in 
India increased by 55% to 52.1 million 
while fixed subscriber base increased by 
8% to 45.9 million. By 2006, telecom is 
set to become a Rs. 660 bn sector. With 
the government showing a positive atti- 
tude towards telecom sector reforms, the 
future looks bright for the telcoms. 


Looking ahead 
While the winners relish their stupen- 
dous performances, it is imperative, at 
the same time, not to lose sight of the 
future challenges. As Indian economy 
gets further integrated with the global 
economy, competitive pressure on com- 
panies is only going to increase. Steel in- 
dustry is one such example where the 
entry of global bigwigs like Posco has al- 
ready added to the competition. Other 
sectors like Cement, Pharmaceuticals, 
and IT/ITES too are witnessing rising 
competition. After watching the famous 
‘battle royale’ between HLL and Nirma, 
and then the price war between HLL and 
P&G recently, the FMCG sector also is 
all set for another round of fight with the 
much awaited entry of cigarette major 
ITC into the domestic FMCG market. 
Surely, the days ahead are going to be 
action-packed with leaders, laggards 
and also-rans slugging it out in the 
battle for survival. For now, welcome 
aboard “The Analyst 500’ for 2004-05. « 
Amit Singh Sisodiya 
Akhil Tandulwadikar 
and Aala Santhosh Reddy 
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No. 1. Indian Oil Corporation: Its big-ticket entry—A120,000 tons, Linear 
Alkyl Benzene (LAB) plant at Baroda, at an investment of Rs. 1,200 cr is now 
the werld’s largest grass root single train kerosene to LAB unit in the world. 
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OIL 


— 2 RELIANCE INDUSTRIES 65268.77 -5.48 7571.68 70850.09 14286.72 34065.98 5434 19.110 OIL 
; 3 HINDUSTAN PETROLEUM CORPORATION 62083.00 17.64 1277.33  11945.37 2608.10 | 7713.41 37.64 13.45 OIL 
4 BHARAT PETROLEUM CORPORATION 59573.44 22.17 965.80 11653.20 2129.09 8328.03 3219 13.55 OIL 
——5 OIL & NATURA. GAS CORPORATION 40060.58 50.75 12983.05  110326.37 26541.76 3454220 91.05 29.61 OIL 
— 6 STATE BANK OF INDIA 38840.94 3.44 4304.52 28555.52 26019.62 2697.68 81.79 1854 BANKING 
— * . STEEL AUTHORITY OF INDIA 29706.79 30.70 6816.97 19021.56 11188.27 12792.75 1650 90.15 STEEL 
: 8 NTPC 22787.10 7.95 9807.00 70021.72 9452.60 32238.80 7.04 13.04 POWER 
| 9 MRPL 18953.32 4 58.79 879.76 832078 2071.48 4482.82 5.02 48.61 PETROCHEM 
10  TATAMCTORS 17184.33 31.99 1236.95 15807.62 2336.91 3584.38 3419 31.29 AUTO 
11 — TATASTEEL 15259.78 33.91 3474.16 1637143 6165.92 9112.24 62.77 59.27 STEEL 
| 42 MMTC 14982.05 65.74 107.17 1588.55 20.60 11.51 467.81 31.79 TRADING 
13  CHENNA! PETROLEUM CORPORATION 14942.55 62.76 596.97 2682.75 1332.68 3363.97 40.08 30.68 OIL 
—14 . GAIL (INDIA) 13602.23 . 13.87 1953.91 17407.82 3966.62 6811297 2311 24.35 TRADING 
15 ADANI EXPORTS 13509.12 91.32 108.29 1355.54 312.56 103.20 480 17.23 TRADING 
16  KOCHI REFINERIES 13432.64 4 30.16 842.12 2546.78 1436.02 150253 60.82 32.79 OIL 
47  IBPCO 13353.15 30.96 58.87 1220.08 142.57 1077.81 26.58 8.45 TRADING 
18 LARSEN & TOUBRO 13153.68 36.79 983.85 11764.80 1694.79 1076.77 75.72 19.68  INFRAST. 
19 ICICIBANK 12355.02 6.72 2005.20 22693.06 9688.45 4031.73 27.22 17.75 BANKING 
-20 . MARUTI UDYOG 11065.60 20.10 853.60 12343.05 1866.20 1915.80 29.55 18.81 AUTO 
: 21 . PUNJAB NATIONAL BANK 10126.06 3.91 1410.12 8813.87 6570.03 927.74 4472 20.19 BANKING 
22 HINDUSTAN LEVER 9938.19 -2.05 1197.34 29609.86 1768.96 1521.28 5.04 51.80 FMCG 
— 23 _BHARAT HEAVY ELECTRICALS 9737.49 19.73 953.40 15407.00 1901.12 1122.86 38.95 11.07 MACHINERY 
24 . STATE TRADING CORPORATION OF INDIA 9514.65 14.15 29.03 295.14 56.48 21.78 8.34 1.19 TRADING 
25 HINDALCO INDUSTRIES 9497.80 53.05 1329.36 11209.35 2604.37 6903.84 143.29 15.12 METALS 
f, 26 . CANARA BANK 8757.43 -0.39 1109.50 6709.12 5833.95 672.81 27.06 16.79 BANKING 
: 27 . |SPATINDUSTRIES 8625.00 ^ 55.40 696.06 1012.62 1997.17 7103.17 10.00 13.05 STEEL 
j 28 JSW STEEL 8327.41 154.32 870.11 1597.00 2307.37 6425.69 67.43 44.39 STEEL 
| 29 INDIAN PETROCHEMICALS CORPORATION 8236.99 -34.94 790.14 4451.79 1783.29 5077.21 31.83 2926 PLASTICS 
| 30 BHARTI TELE-VENTURES' 8155.78 61.95 1223.65 31716.12 3844.75 10382.50 6.53 22.54 TELECOM 
-91 TATA CONSULTANCY SERVICES" 8039.98 NA 1831.42 58791.53 2281.03 1028.44 38.15 NA IT 
32 BANK OF BARODA 7521.40 -2.19 676.84 5607.25 4397.14 860.81 23.08 12.78 BANKING 
33 HERO HONDA MOTORS 7419.86 27.20 810.47 9696.66 1324.39 685.61 40.59 54.20 AUTO 
34 WIPRO 7224.35 40.90 1494.82 42838.36 1941.46 114446 21.25 3542 ITT 
DENN TC 7211.88 19.08 2191.40 2794662 348263 4150.93 à 88.28 24.53 TOBACCO 
36 BANK OF INDIA 6900.78 -6.09 340.05 3299.14 . 4357.83 814.17 6.98 | 827 BANKING 
87. INFOSYS TECHNOLOGIES 6860.06 44.06 1904.38 46294.22 253407 149442 7038 43.75 IT 
38 . MAHINDRA & MAHINDRA 65/594 33.86 506.10 5514.59 936.02 1455.99 43.63 25.28 AUTO 
39 GRASIM INDUSTRIES 6182.14 18.63 885.71 10605.27 1760.04 3208.14 96.62 20.90 DIVERSIFIED 
40 — ESSAR STEEL 6095.09 64.77 590.15 1523.69 1774.58 3838.54 11.63 68.67 STEEL 
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No. 67, Videsh Sanchar Nigam Ltd.: A drop in sales from Rs. 6,504.24 cr in 
2002 to Rs. 3,296.49 cr in 2005 has not stopped its stock price from zooming 
up by 91% in 2004-05. After its acquisitions of Teleglobe and Tyco in 2005, it 
now plans to invest $230 mn in South Africa to develop and operate National 
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41 BAJAJAUTO 585289 20.81 729.16 980348 1257.60 1140.84 72.06 15.48 AUTO 
42 MAHANAGAR TELEPHONE NIGAM 560032 -12.15 938.98 8579.35 183943 7120.85 14.90 5.64 TELECOM 
43 UNION BANK OF INDIA 557363 6.66 719.06 3768.77 369759 80546 15.63 21.88 BANKING 
44 INDIAN OVERSEAS BANK 4676.16 322 65136 3105.22 312925 45235 1196 3735 BANKING 
-45  BONGAIGAON REFINERY & PETROCHEM 461301 — 5399 478.30 158770 71884 41062 2394 7179  PETROCHEM 
46 JET AIRWAYS (INDIA) 435194 2593 39199 1062217 1585.22 260592 45.40 41.05 AIRTRANSPORT 
-47 ASHOK LEYLAND 424175 2353 271.41 2584.26 49542 98968 228 2152 AUTO 
- 48 SYNDICATE BANK 419218 1187 40290 208640 2556.83 38127 854 2276 BANKING 
49 RANBAXY LABORATORIES 4191.86 — 070 52752 1943778 73953 1087.06 25.07 20.96 PHARMA 
60 NATIONAL ALUMINIUM CO 4178.89 3244 1234.84  10578.00 2437.68 4355.69 19.17 28.76 METALS 
51 ORIENTAL BANK OF COMMERCE 405898 187 726.07 533219 293926 380.51 37.71 22.98 BANKING 
52 ^ RAJESH EXPORTS 405673 35.79 43.00 16434 87.47 48.26 61.55 3317 JEWELRY 
53 RELIANCE ENERGY 404794 1710 38747 11069.84 105124 291231 2088 837 POWER 
54 STERLITE INDUSTRIES (INDIA) 3988.17  -1447 10642 547953 34038 181508 9.69 738 METALS 
55 — UCOBANK 394474 899 34565 193008 254957 40932 432 2314 BANKING 
56 TATA POWER CO 385068 -5.25 551.36 6449.16 1233.54 324506 27.86 5.78 POWER 
57 RUCHI SOYA INDS 3834.68 9.33 4359 201.31 12857 404.37 2071 12.32  AGRIPDCTS 
58 HDFCBANK 3810.03 2550 665.56 1276971 245973 708.32 2148 17.49 BANKING 
59 ALLAHABAD BANK 380265 1158 54179 1787.60 245103 732.00 15.63 36.32 BANKING 
- 80 | ASSOCIATED CEMENT COS 3786.00 — 1864 37839 514790 72800 289992 21.19 23.56 CEMENT 
61 _VIDEOCON INTERNATIONAL 3719.84 10.80 3351 36213 67339 345096 2085  -076 ELECTRONICS 
62 NATIONAL FERTILIZERS 348779 252 16091 182871 38240 105975 328 1262 FERTILIZERS 
63 — SATYAM COMPUTER SERVICES 3454.63 36.12 75026 1155135 102737 31697 2350 2571 IT 
64 INDUSTRIAL DEVELOPMENT BANK OF INDIA 3410.64 NA 30726 509161 315258 90084 941 NA BANKING 
65 SHIPPING CORPORATION OF INDIA 339505 1579 141991 3957.87 184929 335832 5030 2940 SHIPPING 
66 HDFC 333477 877 103659 1634965 324058 34876 4161 2662 NBFC 
67 — VIDESHSANCHAR NIGAM 3296.49 458 756.37 527180 154883 278505 2654 331 TELECOM 
68  JINDALSTAINLESS 3240.88 31.82 24585 80423 546.14 183462 22.37 3642 STEEL 
- 89 BHARAT ELECTRONICS 319391 — 1626 44307 431990 79831 36671 5538 2933 ELECTRONICS 
70 — NEWELI LIGNITE CORPORATION 3016.28  -3197 121345 971991 229293 460147 723 1462 POWER 
7 — TATACHEMICALS 298264 18.16 34055 287713 67282 166825 1583 1073 FERTILIZERS 
72 | TVS MOTOR CO 285490 232 13899 181727 29983 77047 585 1674 AUTO 
73 ANDHRABANK 283640 2.04 52010 2513.66 200730 18728 13.00 31.10 BANKING 
74 RASHTRIYA CHEMICALS & FERTILIZERS 2814.33 21.29 14096 197088 32795 94935 256 1032 FERTILIZERS 
-75  JAIPRAKASHASSOCIATES 279486 15.27 207.63 271723 76012 244855 1178 1846  INFRAST 
76 | BANKOFMAHARASHTRA 27170 4.21 17712 130576 179075 18291 411 894 BANKING 
77 VISHAL EXPORTS OVERSEAS 2679.79 ^ 546 2580 28255 77.88 7011 215 1597 TRADING 
78  CHAMBAL FERTILISERS & CHEMICALS 267847 2079 220.63 970.19 557.84 169048 543 15.48 FERTILIZERS 
79 BHUSHAN STEEL & STRIPS 267411 71.05 15335 51752 410.56 143272 3789 23.09 STEEL 
80 ^ ULTRATECH CEMENT 2667.58 20.25 285 3925.81 362.60 259708 023 310 CEMENT 
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No. 113, Aditya Birla Nuvo: The mega-merger of Indo-Gulf fertilizers, Indian 
Rayon and Birla Global Finance to form Aditya Birla Nuvo has resulted in the 
creation of one of India's largest diversified conglomerates. Whether this will 
translate into greater shareholder wealth remains to be seen. 
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2563.16 
2391.10 
2379.22 
2367.38 
2341.43 
2332.39 
2306.88 
2257.09 
2251.98 
2233.81 
2219.79 
2198.81 
2194.20 
2095.42 
2074.80 
2059.06 
2049.20 
2037.55 
1994.67 
1992.65 
1987.72 
1960.77 
1958.02 
1955.02 
1946.65 
1941.76 
1917.12 
1887.07 
1861.36 
1852.88 
1837.66 
1829.82 
1805.23 
1795.31 
1779.62 
1741.87 


402.17 
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28.04 11.55 
17.33 14.90 
11.78 14.53 
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26.10 9.50 
20.25 12.76 
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12.02 17.43 
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TRANSPORT 
TRADING 
AUTO 
CEMENT 
POWER 
BANKING 
TYRES & TUBES 
TEXTILES 
POWER 
FERTILIZERS 
DIVERSIFIED 
FMCG 
TEXTILES 
FERTILIZERS 
ELECTRONICS 
DIVERSIFIED 
FERTILIZERS 
MACHINERY 
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PBDIT 








No. 154, Bharat Forge: With acquisition of America's Federal Forge and a 
joint venture with China's FAW group, Bharat Forge, the world's second 
largest forging company seems to be unstoppable as it plans to move from 
contract manufacturing to full-fledged supplier services. 








INDUSTRY 









91 ARVIND MILLS 166538 — 2000 12735 172003 39748 1475.41 652 9.82 TEXTILES 
“422 DR REDDY'S LABORATORIES 165085 -6.11 6546 598648 170.66 592.24 855 303 PHARMA 
193 JAMMU &KASHMIR BANK 161005 -10.34 —— 11507 1599.41 113234 20240 2374 7.18 BANKING 
-424 BRITANNIA INDUSTRIES 1569.05 — 993 14985 173717 25581 13398 6272 2168 FMCG 
125 ^ SESAGOA 1549.58 137.69 462.38 152319 74171 28744 11747 88.67 MINERALS 
126 ^ COROMANDEL FERTILISERS 154792 2550 6919 38119 16342 37752 27.23 10.10  FERTILZERS 
127 CEAT 153494 — 842 -3755 17307 57.09 54448 -10.66 -4.68 TYRES & TUBES 
428 — MUKAND 152666 — 4644 18478 27299 34881 82373 2526 -7.11 STEEL 
129 — STATEBANKOFMYSORE 150939 9.24 205.26 66437 88983 8909 57017 23.84 BANKING 
430 HINDUSTAN CONSTRUCTION CO 150564 5473 74.02 469086 18405 43803 3228 2454  INFRASI 
131 ^ USHAMARTIN 148477 4690 4087 23151 21245 900.74 1104 595 METALS 
132  SURANA CORPORATION 1469.07 — 989.01 371 425 16.25 2551 742 1821 TRADING 
-133 PARKER AGROCHEM EXPORTS 146676 — 452.18 077 359 — 232 472 161 641 TRADING 
494 F 143707 — 929 -443.40 70457 73287 56355 -6.94 2147  NBFC 
435 TUBE INVESTMENTS OF INDIA 143537 25.09 9855 672.29 18942 30489 2667 19.52 STEEL 
.138 — KESORAM INDUSTRIES 143230 841 3351 44419 12535 57149 733 567  DIVERSIRED 
497 — HCLINFOSYSTEMS 141928 — -927 12090 228650 15664 4926 3898 2972 IT 
438  LLOYDS STEEL INDS 1396.86 — 8053 12204 17209 25649 1266.19 634 2327 STEEL 
499 PSL 1396.24 — 6939 (3201 34781 13579 27515 1101 1910 STEEL 
.340 VOTAS 139337 — 836 5041 52035 7552 7947 15.23 23.21 DIVERSIFIED 
“441 JUBILANT ORGANOSYS 1385.36 27.27 11329 174081 215.96 61410 4372 3050 PLASTICS 
2 GLAXOSMITHKLINE PHARMACEUTICALS 137653 21.02 33309 533521 50530 9058 3619 3291 PHARMA 
NATIONAL STEEL & AGRO INDS 136805 4212 1683 5988 5164 21380 516 864 STEEL 
FEDERAL BANK 135207 -6.80 90.09 80772 83224 18544 1376 14.70 BANKING 
CASTROL INDIA 133393 1141 12733 226435 22394 15224 1072 33.16  PETROCHEM 
| TORRENT POWER AE C 1328.47 798 10671 668.11 32625 964.36 1686 1003 POWER 
Mw m 132119 — 1048 -757.60 17843 -518.38 17646 -2631 8436 TELECOM 
148 ^ MOSER BAER INDIA 1279.84 -1468 6072 243984 42206 247761 545 116 IT 
NFCL 126909 1732 2953 44989 31419 260924 071 1.17 FERTILIZERS 
INDUSIND BANK 126077 -0.52 20552 130818 101966 32450 7.07 092 BANKING 
NICHOLAS PIRAMAL INDIA 123280 — -226 16957 3829.72 278.81 489.36 892 15.65 PHARMA 
ALOK INDUSTRIES 123219 1658 8952 65916 26248 879.27 6.68 16.13 TEXTILES 
BIRLA CORPORATION 122079 1756 86.87 100559 145.21 42635 1128 2827 CEMENT 
BHARAT FORGE 122375 46.35 16153 353870 33477 80489 4084 4720 AUTO 
KEC INTERNATIONAL 122030 4998 4226 30741 17552 156.21 1123 1792  INFRAST 
FERTILISERS & CHEMICALS, TRAVANCORE ^ — 121396 — 2485 -168.01 1043.71 -26.08 573.92 -4.74 18334 FERTILIZERS 
SOUTH INDIA CORPORATION (AGENCIES) 121315 — 1195 3114 11998 9467 20454 1131 2175 TRADING 
CUMMINS INDIA 121312 2845 137.23 228244 23521 15732 693 1849 MACHINERY 
GODAVARI FERTILISERS & CHEMICALS 121130 3269 1709 18141 57.76 8578 534 13.13 FERTILIZERS 
EXIDE INDUSTRIES 118833 2282 (77.28 103586 18535 48427 1030 1767 _ BATTERIES 
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COMPANY 


KIRLOSKAR OIL ENGINES 
NAGARJUNA CONSTRUCTION CO 
LUPIN 


. RAYMOND 
INDIA CEMENTS 


MCDOWELL & CO 

LIC HOUSING FINANCE 

GUJARAT ALKALIES & CHEMICALS 
ING VYSYA BANK 

SHAH ALLOYS 

DABUR INDIA 

HCL TECHNOLOGIES 

CADILA HEALTHCARE 

SUPREME PETROCHEM 

GUJARAT AMBUJA EXPORTS 
WELSPUN-GUJARAT STAHL ROHREN 
ESCORTS 

JINDAL SAW 

AUROBINDO PHARMA 

MADHYA PRADESH GLYCHEM INDS 
VIDEOCON APPLIANCES 

JINDAL POLY FILMS 

TITAN INDUSTRIES 

ASIAN STAR CO 

SRF 

SURYA ROSHNI 

ESSAR OIL 

XARNATAKA BANK 

UNITED PHOSPHORUS 


NRCL INFRASTRUCTURES & PROJECTS 


BOMBAY DYEING & MFG CO 
SU-RAJ DIAMONDS & JEWELLERY 
LAKSHMI MACHINE WORKS 

FLEX INDUSTRIES 

AGRO TECH FOODS 


WHIRLPOOL OF INDIA 


SIMPLEX INFRASTRUCTURES 


_ BALMER LAWRIE & CO 


IRCON INTERNATIONAL 
TRIVENI ENGINEERING & INDS 


RANK 161 - 200 





1176.44 
1170.64 
1158.72 
1153.09 
1148.00 
1142.94 
1140.21 
1136.50 
1135.72 
1132.55 
1124.91 
1119.37 
1115.70 
1111.68 
1108.24 
1105.12 
1104.29 
1090.22 
1082.92 
1076.27 
1070.51 
1068.16 
1058.80 
1057.18 
1056.85 
1055.57 
1055.12 
1053.53 
1648 47 
1042.08 
1029.03 
1027.72 
1012.85 
1004.37 
1003.40 
993.73 
991.91 
988.37 
966.20 
963.81 


14.18 
96.75 
1.73 
12.05 
14.46 
7.78 
7.20 
18.32 
-9.30 
20.16 
12.40 
29.48 
2.27 
43.56 
3.37 
31.67 
42.09 
96.97 
-13.62 
0.36 
12.36 
33.26 
19.71 
9.38 
28.90 
28.35 
506.81 
-5.40 
22.65 
36.42 
13.17 
42.09 
49.86 
43.30 
-9.36 
-29.45 
56.07 
7.79 
30.76 
65.14 


173.90 
57.02 
82.29 
83.13 

4.58 
26.73 
143.73 
144.28 
-38.18 
44.24 
147.97 
325.72 
131.40 
18.90 
26.91 
33.83 

-313.54 
56.24 
35.08 
11.71 
21.37 
76.80 
24.94 
22.05 
50.68 
12.49 

9.86 
147.15 
54.29 
56.71 
26.56 
30.08 
14.51 
30.70 
0.06 
-99.80 
25.18 
29.83 
88.83 
99.52 


Rs. cr 
M-CAP* 


655.30 
397.49 
2643.47 
1516.16 
624.69 
479.79 
1421.33 
960.75 
991.24 
92.62 
2366.58 
9948.89 
3155.98 
202.87 
100.06 
920.95 
482.96 
789.27 
1740.32 
43.97 
65.08 
486.49 
634.68 
1131.82 
360.80 
65.20 
815.99 
967.41 
1884.49 
413.14 
729.26 
108.00 
833.09 
203.48 
159.33 
222.91 
138.41 
205.11 
NA 
36.87 


PBDIT 


233.16 
117.50 
148.31 
194.47 
216.85 
93.92 
998.36 
408.84 
652.47 
89.90 
186.72 
407.67 
228.80 
67.09 
63.76 
227.99 
-99.43 
144.87 
123.45 
39.18 
166.18 
160.79 
93.24 
96.23 
151.06 
66.38 
43.64 
781.24 
211.45 
112.42 
65.65 
44.76 
96.51 
129.77 
7.93 
-31.07 
72.97 
69.22 
140.78 
168.40 


142.37 
109.82 
624.84 
991.01 
2204.85 
220.02 
24.68 
940.70 
336.96 
194.16 
183.04 
308.49 
952.40 
281.40 
170.74 
935.14 
962.22 
574.36 
754.57 
98.26 
933.46 
820.25 
174.92 
28.42 
826.85 
266.80 
7574.63 
96.56 
915.07 
95.67 
191.48 
95.38 
150.37 
754.26 
12.36 
337.30 
147.28 
177.69 
137.00 
298.38 


No. 171, Dabur India Ltd.: With an eye on the lucrative Rs. 2,500 cr home 
care business acquired the ailing Balsara and turned it around in a short 
time of less than six months by leveraging its brand image, operational 
expertise and bargaining power. 


89.56 
35.86 
20.50 
13.54 
0.33 
9.17 
16.92 
19.65 
-4.20 
49.65 
5.17 
9.48 
20.92 
5.62 
9.66 
2.39 
-12.55 
20.61 
6.91 
5.55 
6.94 
56.30 
5.90 
20.66 
7.85 
4.92 
0.08 
12.14 
16.39 
27.47 
6.88 
7.48 
117.31 
6.26 
0.02 
-7.87 
34.54 
18.32 
NA 
3.91 


R 0 N W 


14.25 
24.44 
17.97 
5.95 
-17.90 
5.86 
12.08 
37.65 
-13.00 
33.51 
48.75 
12.15 
23.01 
17.43 
11.80 
13.28 
-38.41 
16.07 
4.71 
12.56 
7.84 
14.56 
20.08 
10.96 
12.40 
9.58 
-3.40 
17.59 
11.05 
28.11 
4.07 
6.49 
20.56 
8.98 
12.20 
-127.35 
8.49 
13.89 
9.67 
67.89 
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MACHINERY 
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PHARMA 
TEXTILES 
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LIQUORS 
NBFC 
CHEMICALS 
BANKING 
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PHARMA 
PLASTICS 
AGRI PDCTS 
STEEL 


ELECTRONICS 
TEXTILES 
WATCHES 
JEWELRY 
TEXTILES 
DIVERSIFIED 
OIL 

BANKING 
CHEMICALS 
INFRAST. 
CHEMICALS 
JEWELRY 
MACHINERY 
PLASTICS 
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ELECTRONICS 
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DIVERSIFIED 
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No. 216, i-flex solutions Itd.: Oracle, the global database software major, l- flex 
increased its stake in i-flex, India’s financial software major to 43.09% by 


purchasing the 42.41% stake held by Citigroup. OR ACL€ 







RS. CI % Rs. cr 


NDUSTRY 
NET SALES PAT M-CAP* INDUSTRY 








SUN PHARMACEUTICAL INDS 955.26 11.76 305.71 7916.05 367.60 464.12 16.48 30.08 PHARMA 


202 TORRENT POWER SEC 954.83 10.70 39.96 209.32 111.77 386.43 42.96 19.47 POWER 
203 COLGATE-PALMOLIVE (INDIA) 954.28 2.44 113.30 2077.16 204.04 150.77 8.33 47.33 FMCG 
204 . CENTURY ENKA 95412 17.60 52.56 381.18 114.18 699.73 18.35 7.35 TEXTILES 
205 SAMTEL COLOR 950.80 14.68 64.53 282.17 178.41 679.81 15.89 23.84 ELECTRONICS 
| 206 MARICO 937.76 11.80 73.79 907.15 94.11 99.48 12.72 3502 FMCG 
207 ^ ELECTROSTEEL CASTINGS 931.52 32.08 88.68 500.49 177.24 271.03 54.77 10.73 STEEL 
208  GOODLASS NEROLAC PAINTS 929.43 15.17 91.96 881.33 158.96 161.96 36.05 27.19 PAINTS 
209 BLUE STAR 922.11 31.51 39.16 381.91 68.43 78.33 21.77 24.55 ELECTRONICS 
210 PHILLIPS CARBON BLACK 922.06 90.48 12.36 116.10 75.65 296.22 4.64 12.19 CHEMICALS 
21 —.. THERMAX 921.74 62.04 99.29 1087.53 96.16 101.37 23.20 13.82 MACHINERY 
- 812  SUNDRAM FASTENERS 920.79 34.89 69.39 1091.30 135.95 317.80 6.60 2747 AUTO 
213 = JAYASWALS NECO 913.79 . 30.79 4.96 81.36 90.71 458.85 0.68 15.66 METALS 
214 . ENGINEERS INDIA 910.14  -29.14 112.64 1652.53 194.55 41.50 20.06 11.85 CONST. 
| 215 _ PUNJAB TRACTORS 904.19 44.09 62.90 1195.27 129.52 113.29 10.35 11.07 AUTO 
216 — |-FLEX SOLUTIONS 901.40 31.97 197.64 4385.59 283.11 116.62 26.39 1937 IT 
217  ISMT 899.23 94.85 32.90 147.26 172.13 859.05 3.12 6.23 STEEL 
218 — MICROINKS 890.07 -3.52 107.57 1349.23 167.62 310.77 43.25 15.92 CHEMICALS 
j 219 TATA TEA 880.16 14.04 128.93 2395.08 205.71 302.68 22.93 1253 FMCG 
| 220 MANGALORE CHEMICALS & FERTILIZERS 877.19 42.95 22.31 109.18 52.09 249.23 1.88 7.96 — FERTILIZERS 
221 —. INDIAN HOTELS CO 871.36 26.91 105.86 2055.19 253.87 867.60 22.81 8.25 HOSPITALITY 
222 — GLAXOSMITHKLINE CONSUMER HEALTHCARE 868.50 7.81 73.16 1249.02 162.55 283.97 17.63 13.37 FMCG 
223 _—sICIINDIA 862.72 8.77 47.18 808.19 77.94 147.97 11.54 9.91 PAINTS 
224 — FORCE MOTORS 855.38 -9.38 2.72 353.55 39.75 99.55 2.06 0.37 AUTO 
225 . GAMMONINDIA 854.02 17.91 38.14 820.21 112.97 322.48 6.82 19.02 CONST. 
226 GARWARE POLYESTER 853.68 X 19.68 20.54 91.81 112.46 390.97 940 14.60  PHOTORLMS 
227 . ESSARSHIPPING 847.32 30.74 288.62 763.89 4 499.17 1228.06 9.57 18.57 SHIPPING 
228 WOCKHARDT 846.75 16.07 207.78 3449.20 274.83 451.76 18.76 38.08 PHARMA 
229  ~—~REI AGRO 845.00 40.32 37.85 309.07 89.78 157.84 11.32 30.09 MACHINERY 
230 ^ ALSTOM PROJECTS INDIA 827.74 40.75 47.93 872.08 68.12 86.56 7.15 10.22  INFRAST. 
231 FINOLEX INDUSTRIES 824.46 -0.78 95.92 793.29 203.67 543.01 7.73 15.32 PLASTICS 
232 ^ BERGER PAINTS INDIA 822.87 23.09 92.12 628.83 87.81 108.00 2.62 28.71 PAINTS 
233 APAR INDUSTRIES 819.27- 26.07 30.18 150.06 69.63 96.18 14.51 33.50 DIVERSIFIED 
234 . BALRAMPUR CHINI MILLS 811.61 11.25 125.19 931.81 220.56 576.06 5.40 39.25 SUGAR 
235 SUJANA UNIVERSAL INDS 81045 83.41 2.98 23.91 63.44 194.39 3.16 7.54 — CAST.SFORG. 
236 RUCHI INFRASTRUCTURE 808.06 ^ 15.85 6.11 76.77 28.94 106.95 12.04 11.61 FMCG 
237 ABHISHEK INDUSTRIES 801.94 55.93 40.27 468.82 146.60 561.66 1.66 13.227 TEXTILES 
238 . TATATELESERVICES (MAHARASHTRA) 799.82 34.67 -527.86 3100.57 -56.88 2153.12 -3.54 -353.89 TELECOM 
-239 = SUPREME INDUSTRIES 795.44 = 14.80 21.08 274.21 91.36 291.95 11.84 10.55 PLASTICS 
240 SOUTH ASIAN PETROCHEM 790.96 108.11 18.32 205.45 67.41 360.07 0.96 9.41 PLASTICS 
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SOUTH INDIAN BANK 


- AREVAT &D INDIA 


CMC 


-. MAHARASHTRA SEAMLESS 
-— RAJASTHANSPINNING & WVG MILLS 


246  PIDILITE INDUSTRIES 


GODREJ INDUSTRIES 


248 KALYANI STEELS 


49 TATAINFOTECH 


AVENTIS PHARMA 

BAYER CROPSCIENCE 
SUJANA METAL PRODUCTS 
SUNFLAG IRON & STEEL CO 


. SHREE PRECOATED STEELS 


255 GUJARAT INDUSTRIES POWER CO 
256 JBF INDUSTRIES 


ORIENT PAPER & INDS 


—.. TRANSPORT CORPORATION OF INDIA 


259 PRAKASH INDUSTRIES 
260 © MADRAS CEMENTS 
261 ^ KIRLOSKAR BROTHERS 


TAMILNADU PETROPRODUCTS 
IDFC 


- GOKALDAS EXPORTS 
5 — EID-PARRY (INDIA) 


5 SCHENECTADY HERDILLIA 





7 PATNICOMPUTER SYSTEMS 
. SANDESH 

| ATL 

| SUASHISH DIAMONDS 


XARUR VYSYA BANK 


___ JAIN IRRIGATION SYSTEMS 


IPCA LABORATORIES 
BATA INDIA 


ORCHID CHEMICALS & PHARMACEUTICALS 


INDO GULF FERTILISERS 

VIDEOCON COMMUNICATIONS 
DCW 

TAMIL NADU NEWSPRINT & PAPERS 
POLARIS SOFTWARE LAB 


RANK 241 - 280 A-7 


718.27 
715.56 
774.20 
769.02 
769.01 
767.08 
763.89 
763.54 
762.53 
759.32 
754.96 
754.57 
748.33 
745.70 
744.87 
740.09 
735.72 
781.48 
730.09 
728.66 
727.21 
726.14 
723.27 
721.62 
717.13 
712.47 
698.80 
697.04 
693.35 
688.33 
687.46 
687.36 
684.19 
683.58 
676.90 
676.30 
674.92 
671.52 
671.10 
668.65 


-13.30 
39.39 
3.64 
56.59 
15.00 
17.46 
6.27 
66.12 
30.34 
13.14 
-14.87 
83.36 
64.53 
50.52 
-13.86 
8.77 
14.41 
16.24 
-7.05 
6.22 
43.83 
10.05 
16.33 
1766.58 
28.81 
87.78 
30.26 
338.94 
17.53 
53.47 
-3.54 
49.76 
11.33 
2.90 
-2.33 
17.12 
4.90 
11.83 
16.59 
15.67 


8.70 
21.20 
22.70 
85.14 
18.41 
76.58 
75.78 
42.97 
80.24 

148.50 
26.36 

1.52 
34.83 
29.62 

103.67 
29.16 

2.74 

10.28 
937.04 
99.92 
90.73 
11.82 
304.02 
39.58 
104.26 
19.65 
230.54 

6.71 
17.99 
14.16 

105.34 
26.89 
77.73 

-62.75 
31.01 
56.93 
15.33 
21.03 
37.95 
53.43 


Da Ar 
RS. CI 


V-CAP* 


253.48 
233.15 
937.65 
707.47 
145.46 
830.70 
368.99 
326.82 
733.26 
2196.27 
838.79 
90.85 
172.93 
164.83 
672.28 
128.88 
110.04 
59.36 
115.07 
1024.71 
394.13 
194.15 
NA 

NA 
980.35 
155.29 
3979.53 
83.34 
151.78 
112.89 
648.58 
516.63 
866.41 
370.17 
799.37 
493.26 
22.23 
105.29 
429 25 
1446.07 


PBDIT 


487.47 
93.87 
53.09 

140.81 
71.66 

142.01 

118.72 
98.12 

114.65 

243.14 
89.58 
46.02 

115.03 
77.34 

353.71 
91.66 
84.11 
35.44 

623.13 

164.75 
80.31 
90.33 

651.75 
66.88 

165.01 
60.73 

323.66 
13.26 
70.86 
37.80 

485.42 
96.86 

130.82 

-38.39 

167.94 

135.73 
50.53 
49.10 

124.54 

104.47 


77.60 
57.38 
57.05 
269.93 
351.03 
215.71 
246.61 
214.04 
48.43 
147.05 
141.30 
167.73 
234.25 
257.55 
1296.67 
331.73 
325.55 
146.98 
820.10 
984.77 
92.98 
947.13 
50.47 
91.66 
320.70 
129.36 
194.88 
61.13 
248.81 
27.79 
102.15 
310.22 
316.84 
139.29 
1008.56 
236.87 
94.18 
288.72 
728.37 
160.94 


No. 254, Gokaldas Exports Ltd.: “India’s largest apparel exporter" award Í 

winner from Clothing Manufacturers Association of India (CMAI) saw its IPO, 
in December 2005, being oversubscribed by more than 45 times at Rs. 425 
per share. 


NA 
58.41 
3.72 
18.81 
8.82 
6.07 
8.63 
58.59 
4.61 
31.09 
-9.25 
9.09 
12.63 
19.20 
6.09 
5.45 
5.45 


1.23 
18.89 
10.51 
28.10 

7.84 
21.49 
14.92 
17.31 
26.54 
38.87 

4.05 

2.01 
15.88 
30.42 
15.32 
12.68 

-65.72 
17.03 
-17.77 
17.32 
30.17 

1.58 
15.98 
44.45 
20.75 
24.23 
21.18 

3.76 

5.86 

1.00 
13.48 

8.68 
25.64 

-54.61 

6.14 

6.48 
11.79 
10.59 

6.13 

8.23 


T 






|| 








BANKING 
ELECTRONICS 
IT 

STEEL 
TEXTILES 
PLASTICS 
CHEMICALS 
STEEL 

IT 

PHARMA 
CHEMICALS 
STEEL 

STEEL 

STEEL 
POWER 
TEXTILES 
DIVERSIFIED 
TRANSPORT 
DIVERSIFIED 
CEMENT 
ELECTRONICS 
CHEMICALS 
NBFC 
TEXTILES 
SUGAR 
CHEMICALS 
IT 

MEDIA 
CHEMICALS 
JEWELRY 
BANKING 
PLASTICS 
PHARMA 
FOOTWEAR 
PHARMA 
FERTILIZERS 
ELECTRONICS 
PASUS 
PAPER 

IT 
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No. 286, Biocon Ltd.: With a new Rs. 750 cr international standard biotech 
park project coming up in Bangalore shortly and the headcount set to 
double from 2,000 to 4,000, Biocon seems all set to cash in on the biotech 
opportunity. 





RANK M Rs. ci % Rs. 


NET SALES i PBDIT NFA EPS Ronw NDUSTRY 














7281. AARTIINDUSTRIES 658.31 35.86 4654 28239 9475 20648 1278 2178 CHEMICALS 
“282 ^ SINTEX INDUSTRIES 658.26 — 2443 5391 37000 12847 35807 2918 11.83  DIVERSIRED 
283 ^ BASFINDIA 657.24 1295 3797 42481 97.11 7833 1347 1330 CHEMICALS 
284 BAJAJ ELECTRICALS 65425 27.83 13.66 7948 46.72 87.62 15.80 2040 ELECTRONICS 
7285. JKPAPER 650.92 6.77 41.22 244.81 150.11 665.37 6.01 2276 PAPER 
-286 ^ BIOCON 65083 2850 174.39 515035 20929 51485 1744 2801 PHARMA 
da 7 HINDUSTAN ORGANIC CHEMICALS 64792 — 5671 640 125.22 6901 31685 0.95 -13.86 CHEMICALS 
288  ZEETELERLMS . 04681 2811 16227 598999 28574 17922 393 792 MEDIA 
EVEREADY INDUSTRIES (INDIA) 64651 -2554 46.31 26090 10717 24493  -410 761 BATTERIES 
JÜ — PANTALOON RETAIL (INDIA) 638.95 — 47.49 1978 99323 59.20 174.83 1544 1402 TRADING 
JÍ MATRIX LABORATORIES 637.00 2032 13027 238798 19840 371.09 870 2851 PHARMA 
292 GREAVES COTTON 635.64 — 20.11 2173 37066 8420 7968 1048 2928 MACHINERY 
"298 ^ GOODYEAR INDIA 62978 9.79 518 11318 2519 10533 1.98 889 TYRES & TUBES 
294 HT MEDA 629.02 — 50.07 27.33 NA — 7929 38488 NA 1016 MEDIA 
295 GODFREY PHILLIPS INDIA 626.80 — 1087 63.60 48718 12584 12917 6116 1452 TOBACCO 
E ii RICO AUTO INDS 621.44 — 1486 35.23 448.09 80.06 236.23 329 427 AUTO 

7 í NAHAR INDUSTRIAL ENTERPRISES 606.70 — 6275 2035 92.19 96.00 30491 658 1106 DIVERSIFIED 
- ASAHIINDIA GLASS 60324 — 17.81 78.20 103635 129.28 47873 9.78 4782 GLASS 
; 99 LML 60299 -36.52 -96.31 16763 -34.54 229.53 -13.12 -513.84 AUTO 
-. SHREE CEMENT 60128 21.86 2907 75955 17492 63532 834 10.64 CEMENT 
^. SKFINDA 600.87 ^ 2547 5661 57368 12094 11720 1085 2153 MACHINERY 
B. Jct 599.24 9.91 210 23873 59.06 16646 006 -6.08 TEXTILES 

|. SAISERVICE STATION 595.48 22.88 174 1302 1750 1748 427 016 TRADING 
{JAYANT AGRO-ORGANICS 595.34 134.11 3.40 4420 7.98 1645 5.67 14.26 CHEMICALS 
"APOLLO HOSPITALS ENTERPRISE 59460 18.16 4895 977.47 10966 29244 11.77 20.77 HEALTH SERV. 
| SUBROS | 590.12 — 19.84 2026 136.09 5452 9661 1689 2069 AUTO 
-807 | SWARAJMAZDA 58836 — 2352 2425 30319 4511 1966 2310 4848 AUTO 
308 PFIZER 58704 15.63 4551 155044 8590 75.66 1580 1453 PHARMA 
3] P&G HYGIENE & HEALTH CARE 58678 — 32.11 9217 1585.19 14103 8163 3047 393! FMCG 

310 — HAVELUS INDIA 58245 58.51 3053 20395 6384 9233 2634 4188 ELECTRONICS 
311 MAWANASUGARS 581.73. NA 1436 19343 6800 10862 1160 3223 SUGAR 
312 WESTCOAST PAPER MILLS 58075 13.17 30.66 169.78 7374 26211 3429 1848 PAPER 
“313 | SYNGENTA INDIA 576.56 36.89 72.27 989.23 11887 10042 21.60 19.68 CHEMICALS 
“314 | FINOLEX CABLES 56954 — 2649 3077 426.95 7356 20556 1006 552 ELECTRONICS 
7318. OMAXAUTOS 565.85 39.85 2027 17041 56.29 170.84 948 2253 AUTO 

16 BANK OF RAJASTHAN 564.06 -14.26 35.02 489.40 37289 12545 326 -909 BANKING 

317 CLASSIC DIAMONDS (INDIA) 56256 -7.68 12.03 66.14 4043 39.70 17.19 888 JEWELRY 
18 CIBA SPECIALTY CHEMICALS (INDIA) 561.01 — 2340 2712 26361 5478 3284 2042 14.77 PLASTICS 
31 E. EIH 560.81 ^ 26.29 3312 139447 175.70 134007 632 5.37 HOSPITALITY 
0. KOTAK MAHINDRA BANK 56079 — 4532 84.89 — 270634 34996 9154 688 1222 BANKING 
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MERCATOR LINES 


RALLIS INDIA 


824 — INDIA GLYCOLS 
325 GODREJ CONSUMER PRODUCTS 
3 — MOTHERSON SUMI SYSTEMS 


327 — JAY BHARAT MARUTI 


A 
a 
wie; 


328 RECRON SYNTHETICS 
29 — SUNDARAM-CLAYTON 


ITD CEMENTATION INDIA 
DCM SHRIRAM INDS 
GTL 


.. ZENITH BIRLA (INDIA) 
UNITED WESTERN BANK 


SUTLEJ INDUSTRIES 


;  KALPATARUPOWER TRANSMISSION 


NAVA BHARAT FERRO ALLOYS 
IG PETROCHEMICALS 
GHCL 


-. DREDGING CORPORATION OF INDIA 
-941 — MUNJAL SHOWA 

- MAHINDRA UGINE STEEL CO 

- MONNETISPAT 


344  ALEMBIC 


“345 CHEMPLASTSANMAR 
347 UNITECH 
“348 AMTEKAUTO 


349 SATNAM OVERSEAS 


350 GRAPHITE INDIA 


ten > al 
JI KREL 
=y o 
9. 
x D 
: 


S 15: 1 ALFA LAVAL (INDIA) 
4 SHOPPERS STOP 


BAJAJ HINDUSTHAN 


"356 KIRLOSKAR FERROUS INDS 
357 — MANINDUSTRIES (INDIA) 


358 SALORA INTERNATIONAL 





RANK 321 - 360 


359 HINDUSTAN COPPER 
360 GARDEN SILK MILLS 


No. 361, United Breweries Ltd.: Vijay Mallya is leveraging the popularity of 
the Kingfisher brand to diversify from its core business. It has recently 
forayed into the airlines business. 


Rs. c 
NET SALES 


A-9 





131.37 
7.52 
10.85 
37.78 
14.42 
21.12 
22.21 
15.63 
28.27 
-2.28 
-9.20 
13.46 
28.19 
-6.14 
14.25 
97.33 
16.14 
99.78 
14.29 
0.76 
29.17 
46.76 
67.14 
-6.27 
4.19 
8.45 


36.20 


22.85 
-4.94 
-2.90 
9.57 
34.11 
92.94 
26.78 
18.26 
32.66 
19.66 
19.00 
-14.55 
-2.95 


174.41 
68.43 
33.50 
78.97 
89.59 
62.09 
10.34 

-26.66 
53.41 

-41.53 
24.84 

105.78 
-4.88 

-98.64 
15.72 
28.63 

106.27 

-32.16 
40.55 

113.29 

7.83 
48.16 

122.15 
92.04 
29.68 
41.15 
29.92 
92.07 
15.48 
48.00 
16.28 
78.51 
13.72 
19.03 
19.78 
21.83 
18.32 
14.19 
95.98 
34.51 


373.23 
687.32 
173.15 
327.27 
1299.31 
1090.64 
93.38 
236.13 
1041.79 
107.14 
69.18 
691.91 
22.04 
104.12 
112.87 
176.85 
383.96 
29.67 
262.84 
1257.93 
161.52 
164.16 
344.19 
923.21 
144.82 
357.43 
243.71 
1165.51 
164.01 
326.50 
129.04 
1111.21 
109.18 
NA 
758.52 
188.79 
175.53 
111.20 
1888.01 
199.24 


391.08 
126.44 
70.76 
154.45 
111.04 
115.44 
58.43 
13.19 
102.48 
32.93 
69.40 
239.76 
14.86 
331.58 
66.00 
65.11 
175.37 
89.78 
113.79 
239.41 
20.67 
86.38 
182.99 
95.08 
81.09 
80.91 
67.97 
117.66 
39.25 
96.38 
44.42 
127.63 
30.77 
71.98 
69.86 
47.88 
42.53 
28.43 
116.44 
85.16 


821.00 
259.99 
176.72 
459.50 
82.95 
213.37 
96.49 
285.65 
274.98 
48.87 
212.08 
561.99 
91.11 
108.07 
285.19 
7077 
289.51 
346.13 
376.52 
368.85 
95.21 
69.30 
448.68 
314.38 
391.86 
584.19 
133.53 
315.48 
45.08 
414.75 
108.15 
45.85 
25.28 
106.40 
423.27 
128.83 
218.69 
33.22 
494.86 
466.75 


23.99 
62.29 
27.95 
28.32 
15.83 
2.64 
14.23 
-1.36 
28.16 
-79.84 
18.09 
14.27 
-2.35 
-33.00 
14.79 
26.36 
79.56 
-8.15 
4.26 
40.46 
9.79 
15.57 
38.79 
18.79 
5.35 
10.21 
23.96 
8.36 
7.90 
16.34 
9.06 
39.83 
21.50 
NA 
8.95 
3.02 
9.64 
16.11 
0.77 
2.98 


77.39 
28.52 
13.19 
38.37 
179.29 
38.75 
36.75 
-22.28 
22.91 
-95.96 
22.92 
7.08 
-25.65 
-45.08 
8.33 
26.80 
49.54 
46.41 
15.02 
9.15 
15.26 
63.65 
51.73 
20.04 
10.93 
15.54 
17.63 
24.85 
15.44 
11.04 
10.63 
32.66 
20.13 
22.35 
38.83 
19.27 
21.38 
13.46 
-149.97 
10.60 





INDUSTRY 





SHIPPING 
POWER 
CHEMICALS 
CHEMICALS 
FMCG 

AUTO 

AUTO 
TEXTILES 
AUTO 
CONST. 
DIVERSIFIED 
IT 
DIVERSIFIED 
BANKING 
TEXTILES 
POWER 
DIVERSIFIED 
CHEMICALS 
CHEMICALS 
TRANSPORT 
AUTO 
STEEL 
METALS 
PHARMA 
PLASTICS 
METALS 
CONST. 
AUTO 
MACHINERY 
METALS 
MACHINERY 
MACHINERY 
MINERALS 
TRADING 
SUGAR 
METALS 
STEEL 
ELECTRONICS 
METALS 
TEXTILES 
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Ace 
No. 382, Glenmark Pharmaceuticals Ltd.: Glenmark, the Rs. 612 cr domestic n Pa a 
pharma major is on an merger and acquisition spree to cash in on the E da ha 
opportunity provided by the $12 bn global anti-diabetes drug market. It y 

recently acquired an Argentine marketing company, Servycal SA and & 
Bouwer Bartlett Pty. Ltd., a South African sales and marketing company. 






Rs. cr % Rs. cr RS. 


COMPANY NET SALES CHG. PAT — M-CAP* EPS UD 

















"961. UNITED BREWERIES 49175 1382 1404 387.00 7367 11372 650 -1.61 LIQUORS 
362 — SURANA INDUSTRIES 490.68 65.51 394 3232 1733 65.01 254 11.89 STEEL 
1363. TORRENT PHARMACEUTICALS 48089 — 726 5292 91244 7751 29187 2501 1622 PHARMA 
-964 ^ SHRENUJ & CO 48038 — 1947 1117 5742 3612 54.22 1024 1028 JEWELRY 
365 . JKLAKSHMI CEMENT 48934 -1290 26.05 16285 8220 59997 471 11.66  DIVERSIRED 
366 BANNARIAMMAN SUGARS 48739 — 411 + 4363 37132 10057 341.25 4574 2354 SUGAR 
.67 BALKRISHNA INDUSTRIES 48718 3313 63.15 302.54 12480 236.35 51.01 4274 TYRES & TUBES 
368 — MODIPON 48638 — 1956 1110 4052 4627 11630 1416 -1246 TEXTILES 
969 — SAVITACHEMICALS 48621 2201 2950 13207 4967 6019 33.67 2029  PETROCHEM 
-370 — OCLINDAA 484.45 — 2649 2815 220.29 7713 36822 4742 1671 CEMENT 
-ST1 | JHUNJHUNWALA VANASPATI 48444 — 1677 72 975 1044 2568 962 2161 FMCG 

372 . COMPETENT AUTOMOBILES CO 48427 10.91 364 1283 886 1447 5.68 11.58 TRADING 
373 NOVARTIS INDIA 48049 6.16 65.12 1642.17 118.19 22.00 2037 1826 PHARMA 
374  DEEPAK FERTILIZERS & PETROCHEM 477.23 145 7975 37493 16004 375.88 904 1349  FERTILIZERS 
“375 — FLEXTRONICS SOFTWARE SYSTEMS 47635 3283 10817 178578 15630 112.01 3154 2772 IT 

376 . WELSPUN INDIA 4549 2992 3858 57864 11603 82778 683 1209 TEXTILES 
77 ANDHRA PRADESH PAPER MILLS 472346 1145 25.40 119.91 67.38 29880 2147 1135 PAPER 

378 MODERN SYNTEX (INDIA) 47059 -38.81 21.20 2091 8886 417.36 -1201 20.20 TEXTILES 
379 ASHMA 46052 9.90 -9383 6556 1886 25217 -2734 34324 TEXTILES 
380  DHAMPUR SUGAR MILLS 46690 ^ 829 967 22314 70.02 22451 8.19 1364 SUGAR 
“381 ^ FOL TECHNOLOGIES & PRODUCTS 466.62 — 4293 384 4312 3149 14834 228 739 PLASTICS 
[982 GLENMARK PHARMACEUTICALS 46511 43.65 6348 176320 11865 20159 535 2435 PHARMA 
383  PATEL ENGINEERING 46426 — 2780 3896 327.86 8658 16763 802 31.87 CONST. 
-384 ^ AMRITBANASPATICO 46302 3.26 488 2663 1860 6659 380 752 FMCG 
"385  INGERSOLL-RAND (INDIA) 46017 — -147 11182 735.17 130.94 38.63 35.42 553 ELECTRONICS 
“986 — JKSYNTHETICS 45787 -26.94 41657 97.00 45435 6457 5609 -5.00 CEMENT 
367  INDRAPRASTHAGAS 45778 761 9269 113194 201.39 37467 662 3118 POWER 
388 ^ BLUE DART EXPRESS 45699 2925 39.04 56159 81.65 17378 1659 2848 COURIER 
989 ^ NAHAR EXPORTS 45575 108 2535 19243 6488 15596 715 693 TEXTILES 
“390 FORBES GOKAK 45465 10.13 2495 235.76 6237 17167 2003 1200 TEXTILES 
391 KSOLS 45246 -3.33 3.36 842 1625 3160 687 1519 FMCG 

392 ^ HATSUN AGRO PRODUCTS 44836 24.14 0.74 4308 — 2106 12289 1.09 208 FMCG 

393 PRICOL 448.22 2142 4221 36644 9364 17934 469 3562 AUTO 

394 DALMIA CEMENT (BHARAT) 44597 22.23 3226 23669 79.93 61594 4216 1156 CEMENT : 
395 — GOETZE (INDIA 44577 1069 2203 30828 87.29 33834 871 1857 AUTO 
396 ABBOTTINDIA 44282 883 10225 860.98 14243 3252 6692 3605 PHARMA 
397  NAHARSPINNING MILLS 43797 1451 16.04 28835 65.66 24513 953 170 TEXTILES 
.398 — RADICO KHAITAN 43323 50.40 2957 37897 58.00 13492 1533 3270  LIQUORS 
-899 ^ IGATE GLOBAL SOLUTIONS 43104 364 2673 71999 4995 7579 913 414 M 

-400 GULF OIL CORPORATION 43021 — 1603 20.03 15432 4212 10560 1444 -196 OIL 


Chartered Financial Analyst g February 2006 g 21 RANK 361 - 400 A-10 





“402 JINDAL PHOTO 








COMPANY 


ATLAS CYCLES (HARYANA) 


JYOTI STRUCTURES 


404. STEELCO GUJARAT 


BHUWALKA STEEL INDS 
NATIONAL ORGANIC CHEMICAL INDS 
GABRIEL INDIA 


BPL 
409 CENTURION BANK 
410 ^ LAKSHMIOVERSEASINDS 
3. LANKESS ABS 

442 ^ BANKOFPUNJAB 

M3 ^ HYDERABAD INDUSTRIES 
414 INDO RAMA TEXTILES 

“415 MYSORE CEMENTS 
416 ARVIND PRODUCTS 


AMBUJA CEMENT EASTERN 


“417  HIMACHAL FUTURISTIC COMMUNICATIONS 


L— HINDUSTHAN NATIONAL GLASS & INDS 
-. ATLAS COPCO (INDIA) 

GILLETTE INDIA 
. CHETTINAD CEMENT CORPORATION 


3 NRC 
(424 PAPER PRODUCTS 
__SIMBHAOLI SUGAR MILLS 
426 STERLING BIOTECH 
427 VARUN SHIPPING CO 
428 NOVA PETROCHEMICALS 
-429 ^ UNICHEM LABORATORIES 
-. ERBERTSONS 


COSMO FILMS 
BOC INDIA 
EXCEL CROP CARE 


UM. NARMADA CHEMATUR PETROCHEMICALS 
35 ^ CESHASAYEEPAPER & BOARDS 

4436 — MONSANTO INDIA 

438 ABS SHIPYARD 

9 ^ SJPER SPINNING MILLS 

440. SANGHI INDUSTRIES 


RANK 401 - 440 A-11 


RS. cr 
NET SALES 
429.43 
425.92 
424.09 
423.66 
421.75 
421.54 
415.91 
409.91 
408.82 
407.57 
407.02 
406.94 
406.54 
406.45 
406.36 
406.05 


404.77 


404.77 
403.77 
402.62 
402.31 
402.01 
393.82 
398.69 
391.47 
389.91 
386.96 
386.60 
387.48 
387 01 
385 20 
384.00 
383.51 
383.32 
380.55 
379.63 
376.73 
376.64 
376.45 
375.77 


32.41 
NA 
138.51 
41.39 
10.46 
226.21 
110.57 
101.64 
847.46 
99.00 
183.93 
267.92 
99.13 
89.87 
117.11 
103.19 
836.93 
407.33 
199.85 
697.47 
1965.79 
286.64 
93.88 
245.90 
39.94 
1231.58 
258.38 
54.34 
944.22 
176.49 
119.86 
270.81 
154.83 
118.02 
80.68 
1359.79 
764.28 
NA 
73.63 
164.37 


13.00 
42.21 
49.91 
30.90 
18.14 
196.31 
51.04 
-4.68 
223.11 
42.17 
76.00 
171.67 
41.36 
39.90 
36.70 
51.84 
105.81 
-71.34 
75.62 
54.21 
115.92 
95.01 
46.15 
59.21 
59.74 
191.97 
174.55 
31.45 
75.87 
-23.25 
59.93 
78.36 
46.23 
88.75 
34.31 
99.25 
115.57 
94.50 
47.16 
99.80 


37.30 
36.65 
44.12 
111.47 
40.93 
68.27 
134.13 
325.95 
136.43 
51.61 
158.26 
186.37 
110.82 
127.36 
229.20 
334.18 
243.85 
325.67 
313.85 
39.30 
133.70 
445.11 
263.94 
135.61 
178.82 
657.79 
829.65 
206.59 
178.60 
11.83 
219.37 
316.21 
61.61 
275.20 
225.65 
64.50 
43.53 
99.97 
133.27 
1388.27 


No. 409, Centurion Bank & No. 412, Bank of Punjab: The merger of both the 
banks was one of the highlights of the year for the banking industry. The 
merger makes the Centurion Bank of Punjab one of the top 10 private banks 
in India. 


6.98 
NA 
8.34 
1.92 
3.97 
9.97 
24.91 
-17.83 
0.25 
22.23 
19.98 
-5.83 
13.63 
3.94 
-2.94 
-1.02 
2.66 
-5.12 
28.53 
22.21 
17.93 
9.48 
3.84 
18.89 
10.79 
5.16 
7.33 
-13.49 
13.22 
-29.49 
5.44 
5.70 
19.94 
4.96 
5.85 
88.95 
39.15 
NA 
20.42 
0.03 





INDUSTRY 






BICYCLES 
PHOTO FILMS 
CONST. 
STEEL 

STEEL 
PLASTICS 
AUTO 
ELECTRONICS 
BANKING 
MACHINERY 
PLASTICS 
BANKING 
CEMENT 
TEXTILES 
CEMENT 
TRADING 
CEMENT 
TELECOM 
GLASS ; 
ELECTRONICS 
METALS 
CEMENT 
TEXTILES 
PLASTICS 
SUGAR 
CHEMICALS 
SHIPPING 
TEXTILES 
PHARMA 
TRADING 
PHOTO FILMS 
POWER 
CHEMICALS 
CHEMICALS 
PAPER 
CHEMICALS 
PHARMA 
TRANSPORT 
TEXTILES 
PLASTICS 
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COMPANY 


COLOUR-CHEM 
SUDARSHAN CHEMICAL INDS 

GUJARAT MINERAL DEVP CORPORATION 
LG BALAKRISHNAN & BROS 

USHA INTERNATIONAL 

KALYANI BRAKES 

PRISM CEMENT 

KANORIA CHEMICALS & INDS 

OUDH SUGAR MILLS 

DIVI'S LABORATORIES 


- JB CHEMICALS & PHARMACEUTICALS 


SANGHI POLYESTERS 
DSP MERRILL LYNCH 


:. RAIN CALCINING 


CG IMPEX 

MYSORE PAPER MILLS 

FLAT PRODUCTS EQUIPMENTS (INDIA) 
PENNAR INDUSTRIES 

THIRUMALAI CHEMICALS 

S KUMARS NATIONWIDE 


-SHRIRAM TRANSPORT FINANCE CO 
-- STEEL EXCHANGE INDIA 


CENTRAL INDIA POLYESTERS 
VENKY'S (INDIA) 


.. MALWA COTTON SPG MILLS 


SHRIRAM INVESTMENTS 
FACOR STEELS 


.. VIPPY INDUSTRIES 


CLARIANT (INDIA) 

TIL 

SIYARAM SILK MILLS 
JAGATJIT INDUSTRIES 
PANACEA BIOTEC 

JK CEMENT 

PCS TECHNOLOGY 
DENSO INDIA 

FAG BEARINGS INDIA 
FDC 

AVAYA GLOBALCONNECT 
DEEPAK NITRITE 
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RS. CI 
NET SALES 
373.88 
370.08 
367.99 
367.79 
367.47 
366.96 
366.64 
362.78 
361.58 
361.03 
360.00 
357.96 
355.93 
353.41 
352.73 
348.50 
348.40 
347.86 
346.19 
345.73 
344.81 
343.57 
343.55 
342.53 
342.23 
341.08 
340.36 
336.82 
336.34 
335.97 
333.12 
332.55 
331.72 
329.16 
328.29 
327.33 
326.16 
325.28 
324.46 
323.60 





CHG. 


-3.58 
16.30 
32.02 
35.84 
15.51 
22.15 
15.96 
12.17 
15.85 
14.17 
17.99 

-16.99 
36.35 
9.72 
1138.95 
9.65 
-4.64 

108.61 

54.31 
-43.91 
34.33 
36.97 
23.15 
12.66 
1.82 
27.76 
76.99 
11.03 
5.32 
20.71 
11.24 
-3.81 
24.81 
NA 
19.47 
21.09 
20.86 
16.18 
-17.75 
15.00 





PAT 
15.59 
14.79 
103.42 
16.49 
6.36 
32.43 
-5.94 
22.66 
14.12 
66.03 
59.15 
1.89 
132.34 
12.00 
0.09 
-8.17 
1.59 
-4.81 
13.36 
-202.32 
49.32 
6.97 
1.25 
16.67 
7.55 
46.85 
-0.25 
-18.19 
18.52 
6.78 
8.45 
-0.85 
30.07 
6.30 
3.22 
16.33 
30.88 
54.54 
24.92 
10.06 





Rs. ci 
M-CAP* 
304.44 

76.51 
779.14 
176.72 

23.26 
491.87 
451.72 
126.13 

83.04 
1579.23 

564.41 

22.08 
1261.96 
233.97 
5.59 
92.15 
41.70 
11.02 
90.95 
161.11 
159.47 
20.71 
107.21 
69.21 
36.27 
149.70 
NA 
3.55 
260.40 
37.39 
60.09 
165.57 
504.45 
NA 
61.64 

150.13 

228.16 

956.08 

425.87 

42.09 


PBDIT 
46.63 
39.93 
176.53 
55.34 
14.25 
70.18 
78.08 
58.10 
69.11 
121.34 
80.97 
47.88 
234.10 
47.43 
0.38 
28.41 
12.02 
25.24 
39.88 
-178.50 
249.18 
14.72 
18.32 
37.25 
44.49 
250.46 
7.49 
2.18 
35.41 
39.75 
29.47 
15.19 
67.62 
47.69 
14.64 
42.62 
62.94 
77.47 
54.44 
36.31 





NFA 
83.71 
86.00 
1423.16 
140.96 
16.54 
113.05 
387.82 
334.16 
148.06 
182.63 
134.75 
432.19 
17.39 
356.00 
0.23 
210.56 
26.79 
111.04 
114.99 
411.81 
68.46 
25.24 
131.98 
90.57 
98.73 
82.32 
16.04 
91.58 
21.51 
74.95 
123.12 
321.25 
135.80 
913.96 
25.83 
53.96 
86.82 
110.14 
23.71 
132.87 





No. 460, S Kumars Nationwide Ltd.: A consistent fall in sales from Rs. 807 cr 
in 2003 to Rs. 346 cr in 2005 has not stopped the company from announcing 
investments worth Rs. 400 cr for expansion and diversification. 


Rs 
EPS 
13.38 
20.30 
32.52 
2.10 
27.94 
31.19 
0.38 
13.54 
8.78 
51.51 
36.83 
-7.55 
58.82 
0.93 
NA 
-0.69 
3.22 
-2.83 
13.41 
-26.16 
7.54 
8.47 
0.09 
17.75 
12.24 
7.72 
NA 
-16.06 
15.53 
6.97 
13.52 
-0.16 
9.27 
NA 
1.54 
5.86 
19.79 
2.85 
17.51 
16.82 





RoNW 





11.61 
16.74 
15.82 
18.19 
9.34 
34.67 
-4.26 
13.25 
27.49 
25.97 
22.27 
2.25 
35.43 
9.06 
1.75 
0.69 
4.42 
23.25 
10.37 
1.58 
29.84 
39.29 
1.36 
16.16 
-10.49 
27.25 
-22.38 
18.15 
18.40 
11.45 
7.17 
-5.80 
14.80 
10.68 
2.78 
12.31 
23.93 
19.13 
11.59 
12.60 
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No. 482, Sterlite Optical Technologies Ltd.: The company finally snapped 
two successive years of loss making, on account of sudden drop in volumes 
and realization in the telecom cables industry, globally, by clocking profits Vis > 
of Rs. 10.22 cr in the fiscal 2004-05. hn 
Sterlite Optical 
Technologies 


RANK u Rs. cr : 





SHASUN CHEMICALS & BRUGS 323.14 22.75 31.04 359.23 69.61 173.46 PHARMA 


























STERLITE OPTICAL TECHNOLOGIES 323.04 160.92 1022 33845 5070 31328 1.83 290 ELECTRONICS 
TULSYAN NE C 322.60 27.78 4.02 11.87 15.15 40.49 804 1452 STEEL 
484  NILKAMAL PLASTICS 318.22 3.78 12.96 4960 3650 98.49 15.11 728 PLASTICS 
“485 SOUTHERN IRON & STEEL CO 316.72 MNA 3905 145.01 85.20 80338 209 NA METALS 
486 VALLABH STEELS 314.96 27.14 3.22 1284 1081 4249 651 1286 STEEL - 
-487 CITY UNIONBANK 314.87 -5.98 46.32 18213 236.22 31.36 1930 20.88 BANKING 
4 .—. ESKAY KNIT (INDIA) 314.56 12.09 1.57 7057 2679 97.27 0.06 -0.45 TEXTILES 
489 MCLEOD RUSSEL INDIA" 31396 — NA  -1975 NA — 2008 92684 NA -1537  MANUFG. 
-490 TVS ELECTRONICS 31344 — 20.64 428 10693 2055 4903 194 1064 IT 
Lr MURLI AGRO PRODUCTS 308.73 -11.33 14.56 2075 3786 129.95 2039 4157  AGRIPDCTS 
492 — RATHIISPAT 308.53 — 46.49 5.50 1241 2007 41.32 686 1378 STEEL 
1493 CARBORUNDUM UNIVERSAL 308.39 9.04 3842 37170 6712 11196 823 1960 CHEMICALS 
-494 BANSWARA SYNTEX 30770 2.65 3.77 1969 3010 131.95 666 -5.72 TEXTILES 
| 95 — KSBPUMPS 305.60 26.00 3065 28595 5825 4822 17.29 2232 ELECTRONICS 
| PANCHMAHAL STEEL 305.18 — 26.66  -18.30 2883 646 12142 -13.07 -81.15 STEEL 
(497 PRITHVI INFORMATION SOLUTIONS 305.07 — 2436 28.69 NA — 2933 1.17. NA 3343 T 
(498. JAIPRAKASH HYDRO POWER 30490 1.69 51.10 MA — 26714 148850 NA 972 POWER 
499 LOYAL TEXTILE MILLS 30325 30.01 14.57 6424 50.62 18214 3097 1706 TEXTILES 
“500 — MADRAS ALUMINIUM CO 30308 15.74 37.22 36895 76.04 28672 1847 39.55 METALS 
How The Analyst 500 was Arrived at 
For The Analyst 500 rankings, around 4,650 companies DATA SOURCE 


that are listed on the Bombay Stock Exchange were consid- Around 4,650 BSE-listed The rankings are based on the data sourced from Prowess, 
ered. The data for the FY 2004-05 (April 2004 to March companies chosen for the corporate database of Centre for Monitoring Indian 
2005) was taken into consideration for the companies. Me the rankings. Economy (CMIE). 

Analyst 500 companies were selected on the basis of the PARAMETERS & DEFINITIONS 

net sales. Besides, other important parameters like PAT, Figures for the financial Net Sales: Gross sales less excise duty. In case of banks 
PBDIT, Percentage Change in Net Sales, Market Capitaliza- net revenues have been considered. 

tion, EPS, Net Fixed Assets, and Return on Net worth, also year are for the period Percentage Change in Net Sales: Percentage Increase/ 
have been provided so as to give a more comprehensive — April 1, 2004-March 31, Decrease in Net Sales over the fiscal 2003-04. 


picture of the performance of the comparies. 2005. PAT: Profit After Tax. 

A separate list comprising of the top 50 BSE-listed PSUs has Market Cap: 365 Days Average Market Capitalization. 
also been compiled. This racking eds basedonnet sales, The top 500 companies EPS: Consolidated Earnings per Share for the four quarters 
The above-mentioned parameters have been given for these were selected and of 2004-2005. 

companies as well. In addition. a list of the companies cias- ranked on the basis of RoNW: Profit after tax divided Dy Net worth. 

sified on the basis of the industry they belong to is provided Net Sales. PBDIT: Profit Before Depreciation, Interest and Tax. 

in alphabetical order. For simplifying the categories, certain NFA: Gross Fixed Assets less Depreciation. 

industries have been included in the corresponding major Macro classification of OPM: Operating Profit Margin calculated as PBDIT/Sales 
sector, for e.g., Jay Bharat Maruti, an auto ancillary supplier, is industries done to NA: Not Available 

categorized under the Auto Industry. This has eventually simplify the industry t Data taken from company annual reports available on the 
resulted in the number of industries being reduced from categories. internet 

around 129 to 48. * Data for previous year not available 
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"We have a 24 hour lifestyle. 
Thanktully, o Our bank i 1S always there for us” 


AM > 


| PNB. The choice of the @)-generation 








| e Over 1680 CBS networked e Instant generation of statement 
| branches in more than 395 cities of accounts 
e Instant fund transfers e Real time gross settlement service 
e Multi-city cheque books e Online payment of utility bills 
e Cheques collection/deposit e Smart roamer current account 
across cities e Total freedom salary savings account 
e Inter-connected ATMs e And much more... 
(n / ! | | M i 
i : ^ — 
` ; : : w ; 
Tele Banking : Anywhere, Anytime Banking : Internet Banking : Debit Card/Credit Card : Online Railway Booking 


e HOME LOAN e CAR LOAN e EDUCATION LOAN e PERSONAL LOAN e FINANCE FOR DOCTORS 





Now also enjoy 12 hrs. Banking at Select Centres. 


| For further details, contact your nearest PNB Branch or Dial 0124-2340000 or 
| An India Toli Free No. 1600 180 2222 from land line. 





www.pnbindia.com 
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IET SALES 








M-CAP* 





PBDIT 





NFA 


Top 50 PSUs 












14488438 19.81 4890.63 51551.00 8570.94 3203763 4187 20.24 OIL 

. 6208300 1764 127733 1194537 2608.10 771341 3764 1345 OL 

5057344 — 2217 965.80 1165320 212909 832803 3219 1355 OIL 
OIL & NATURAL GAS CORPORATION 4006058 5075 12983.05  110326.37 2654176 3454220 9105 2961 Ol 

5 STATE BANK OF INDIA = 38840.94 344 430452 28555.52 26019.62 269768 81.79 1854 BANKING 
c6 STEELAUTHORITYOFINDA 29706.79 3070 6816.97 1902156 1118827 1279275 1650 9015 STEEL 
ae Ne 22787.10 7.95 5807.00 7002172 9452.60 3223880 7.04 13.04 POWER 

me MRPO O . 1805332 58.79 879.76 8320.78 207148 448282 502 486i Ol 

| MMC .. 1498205 6574 10717 158855 2060 1151 46781 3179 TRADING 

E CHENNAI PETROLEUM CORPORATION — 1494255 — 6276 596.97 268275 133268 336397 4008 3068 OL 
E 3 — GAIL (INDIA) . 1860223 — 1387 195391 1740782 3966.62 811297 2311 2435 TRADING 
142. KOCHIOL 1343264 3016 842.12 254678 143602 150253 60.82 3279 OL 
-48 BP 1335315 30.96 58.87 122008 14257 1077.81 2658 845  PETROCHEM 
(044 — PUNJAB NATIONAL BANK 1012606 — 391 141012 881387 657003 92774 44.72 2019 BANKING - 
“15 BHARAT HEAVY ELECTRICALS 9737.49 — 1973 95340 1540700 1901.12 1122.86 3895 1107 MACHINERY 

-. SIATETRADINGCORPORATONOFINDA ^ 951465 1415 2503 29514 5648 2178 834 119 TRADING — 

INDUSTRIAL DEVELOPMENT BANK OF INDIA 9063.71 — 3624 465.00 509161 881465 943.41 94! 620 BANKING ~~ 

“48 — CANARABANK —— = 875743 -0.39 110950 6709.12 583395 67281 2706 1679 BANKING 
, BANKOFBARODA - 752140 -219 67684 560725 4397.14 86081 2308 1278 BANKING - 

20  SANKOFNDA —— . 690078 -6.09 340.05 3299.15 435783 81417 698 827 BANKING 
9d ^ MAHANAGAR TELEPHONE NIGAM . 5600.32 -12.15 938.98 8579.35 183943 712085 1490 564 TELECOM —— 
22 UNION BANK OF INDIA 557363 6.66 71906 376877 369759 80546 1563 2188 BANKING 
23° INDIANOVERSEASBANK 4676.16 3.22 651.36 310522 3129.25 45235 1196 3735 BANKING 

-. BONGAIGAON REFINERY & PETROCHEM - 451301 5399 478.30 1587.70 71884 41062 2394 7179 OL 
SYNDICATE BANK 419218 — 11.87 402.90 2086.40 2556.83 381.27 854 2276 BANKING  — 
NATIONAL ALUMINIUM CO. - 4178.89 — 3244 123484 10578.06 243768 4355.69 1917 2876 METAL - 
- ORIENTAL BANK OF COMMERCE 405898 — 1.87 72607 533219 293926 38051 3771 2298 BANKING —— 
C UCOBANK  — . 394474 — 899 34565 193008 254957 40932 432 2314 BANKING —— 
- ALLAHABAD BANK . 880265 11.58 54179 178760 245103 73200 15.63 3632 BANKING = 
-| NATIONAL FERTILIZERS - 8487.9 252 16091 18287! 38240 105975 328 1262 - FERTILIZERS —- 
^| SHIPPING CORPORATION OF INDIA - . 839505 15.79 141991 395787 184929 3358.32 5030 2940 SHIPPING 
- BHARAT ELECTRONICS 319391 — 1626 443.07 4319.90 7983! 36671 5538 2933 ELECTRONICS 
-. NEWELI LIGNITE CORPORATION 301623 -29.75 1213.45 9719.91 229293 460147 723 1482 POWER 
—— ANDHRABANK . 283640 — 204 520.10 — 2513.66 2007.30 187.28 13.00 3110 BANKING 
T RASHTRIYA CHEMICALS & FERTILIZERS - 281433 — 2129 14096 197088 32795 94935 256 1032 FERTILIZERS 
V. BANKOFMAHARASHTRA - E MG 177.12 1305.76 179075 18291 411 894 BANKING 
| CORPORATIONBANK = = 268486 185 40217 426849 179401 25619 2804 1155 BANKING ^ 
- STATE BANK OF TRAVANCORE - 2379.22 853 24713 88598 152736 10691 49426 1821 BANKING 
? MAABANK 234143 -1.72 38057 239240 155168 21766 878 1774 BANKING 
^ NATONALMINERALDEVP CORPORATION 2219.79 — 5365 755.44 771857 130578 56891 5716 3481 MINERALS 
1. SIATEBANKOFBKANER&JAPUR —— . 210420 705 20565 102211 124528 12367 41130 599 BANKING - 
"CONTAINER CORPORATION OF INDIA 1984.67 — 1338 428.60 471057 67771 138601 65.95 2772 TRANSPORT - 
LL PTCINDA 199265 -14.23 24.04 77705 3909 18.80 — 1.60 10.98 TRADING 
- PETRONET LNG | 195802 NA 2845 2089.10 — 20298 188733  -038  -506 POWER 
DENA BANK 1955.0 -14.80 61.00 645.86 113060 29329 213 -0.60 BANKING 
BHARAT EARTH MOVERS - 17441.87 — 474  — 17528 855.07 31414 12280 4770 2199 MACHINERY 
.. STATE BANK OF MYSORE . 150939 — 924 20526 66437 88983 8909 57017 2384 BANKING 
* Cc .. 13707 929 44340 70457 73287 56355 -6.94 2147 NBC - 
(qm 182119 — 1018 -757.60 17843 -518.38 17646 -26.31 8436 TELECOM se 
- MADRAS FERTILIZERS 1281.03 1287 -58.39 23986 4974 49604  -362 9347 FERTILIZERS - 
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6 
19 


RUCHISOYAINDS. = 
GUJARAT AMBUJA EXPORTS 
VIPPY INDUSTRIES 


MURLI AGRO PRODUCTS 


JET AIRWAYS (INDIA) 


TATAMOTORS 

MARUTI UDYOG 

HERO HONDA MOTORS 
MAHINDRA & MAHINDRA 
BAJAJ AUTO 

ASHOK LEYLAND 

TVS MOTOR COMPANY 


MOTOR INDUSTRIES COMPANY 


EICHER MOTORS 
BHARAT FORGE 
ESCORTS 

SUNDRAM FASTENERS 
PUNJAB TRACTORS 
FORCE MOTORS 

RICO AUTO INDS. 

LML 

SUBROS 

SWARAJ MAZDA 

OMAX AUTOS 
MOTHERSON SUMI SYSTEMS 
JAY BHARAT MARUTI 
SUNDARAM-CLAYTON 
MUNJAL SHOWA 
AMTEK AUTO 

PRICOL 


- GOETZE (INDIA) 


GABRIEL INDIA 
KALYANI BRAKES 
DENSO INDIA 


STATE BANK OF INDIA 
ICICI BANK 





3834.68. 


1108.24 
336.82 
308.73 


4351.94 


17184.33 
11065.60 


7419.86 


. 6575.94 


5852.89 
4241.75 
2854.90 
2367.38 
1987.72 
1223.75 
1104.29 
920.79 
904.19 
855.38 
621.44 
602.99 
590.12 
588.36 
565.85 
553.64 
552.15 
549.85 
524.59 
506.75 
448.22 
445.77 
415.91 
366.96 
327.33 


38840.94 
12355.02 


Industry-wise Classification 


RANK 


2005 


21 
26 
32 
36 
«à 
44 
48 
51 
55 
58 
59 
64 
73 
76 
81 
87 
89 
91 
97 
108 
123 
129 
144 


150 


169 
188 
241 
271 
316 
320 
334 


409 - 


412 
487 


160 
289 


401 


COMPANY 


PUNJAB NATIONAL BANE 
CANARA BANK 

BANK OF BARODA 
BANKOFINDIA —— 
UNION BANK OF INDIA 
INDIAN OVERSEAS BANK 
SYNDICATE BANK 

ORIENTAL BANK OF COMMERCE 
UCO BANK 

HDFCBANK —— 
ALLAHABAD BANK 


INDUSTRIAL DEVELOPMENT BANK OF INDIA 


ANDHRABANK = 
BANK OF MAHARASHTRA 
CORPORATION BANK i 
STATE BANK OF TRAVANCORE 


VIJAYA BANK 


UTI BANK 

STATE BANK OF BIKANER & JAIPUR 
DENABANK 
JAMMU & KASHMIR BANK 


STATE BANK OF MYSORE 


FEDERAL BANK 
INDUSIND BANK 

ING WSYA BANK 

KARNATAKA BANK 

SOUTH INDIAN BANK 

KARUR VYSYA BANK 

BANK OF RAJASTHAN 

KOTAK MAHINDRA BANK 
UNITED WESTERN BANK = 
CENTURION BANK OF PUNJAB 
BANK OF PUNJAB 

CITY UNION BANK 


EXIDE INDUSTRIES 
EVEREADY INDUSTRIES (INDIA) 


ATLAS CYCLES (HARYANA) 


Chartered Financial Analyst a February 2006 s 27 





10126.06 


8757.43 
7521.40 
6900.78 
5573.63 
4676.16 
4192.18 
4058.98 
3944.74 
3810.03 
3802.65 
3410.64 
2836.40 


270 


2664.86 
2379.22 
2341.43 
2306.88 
2194.20 
1955.02 
1610.05 
1509.39 
1352.07 
1260.77 
1135.72 
1053.53 

718.27 

687.46 

564.06 

560.79 

539.57 


408.82 


406.94 
314.87 





1188.33 
646.51 





429.43 


Industry-wise Classification 












Rs. cr 

NET SALES 
433 EXCEL CROP CARE 383.51 
235 SUJANA UNIVERSAL INDS. 810.45 434 NARMADA CHEMATUR PETROCHEMICALS 383.32 
436 MONSANTO INDIA 379.63 
. 80 ASSOCIATED CEMENT COS. | 3786.02 44 COLOUR-CHEM ——— | 373.88 
80 ULTRATECH CEMENT | 2667.58 442 SUDARSHAN CHEMICAL INDS. 370.08 
106 — GUJARATAMBUJACEMENTS - 1960.77 448 — KANORIA CHEMICALS & INDS. | 362.78 
153 BIRLA CORPORATION 1229.79 459 — THIRUMALAI CHEMICALS 346.19 
165 INDIA CEMENTS | ; 1148.00 469  CLARIANT (INDIA) 336.34 
260 MADRAS CEMENTS - 2 E 728.66 480 DEEPAK NITRITE 323.60 
300 SHREE CEMENT | oC ic 601.28 493 CARBORUNDUM UNIVERSAL 308.39 

370 — OCLINDIA 484.45 
386 JKSYNTHETICS — 457.87 183 TITAN INDUSTRIES 1058.80 

394 — DALMIA CEMENT (BHARAT). : t 445.97 
413 — HYDERABAD INDUSTRIES a 406.54 31 TATA CONSULTANCY SERVICES 8039.98 
415 MYSORE CEMENTS 406.36 34 WIPRO 7224.35 
417 — AMBUJA CEMENT EASTERN | 404.77 37 INFOSYS TECHNOLOGIES 6860.06 
422 — CHETTINAD CEMENT CORPORATION 402.01 63 SATYAM COMPUTER SERVICES 3454.63 
447 PRISM CEMENT x | 366.64 137 HCLINFOSYSTEMS 1419.28 
474 JKCEMENT 329.16 148 MOSER BAER INDIA 1279.84 
ooo o MENERETTMS 111937 
168 GUJARAT ALKALIES & CHEMICALS 1136.50 216 — -FLEXSOLUTIONS — — 901.40 
189 UNITED PHOSPHORUS — reas BAR 243 CMC 774.20 
191 BOMBAY DYEING & MFG. COMPANY 1029.03 249  TATA INFOTECH 762.53 
210 PHILLIPS CARBON BLACK 922.06 267 PATNI COMPUTER SYSTEMS 698.80 
218 — MICROINKS 890.07 280 ^ POLARIS SOFTWARE LAB 668.65 
247 GODREJ INDUSTRIES | 763.89 332 GIL 544.52 
251 BAYER CROPSCIENCE 754.96 375 FLEXTRONICS SOFTWARE SYSTEMS 476.35 
262 TAMILNADU PETROPRODUCTS — 726.14 399  IGATE GLOBAL SOLUTIONS 431.04 
266 SCHENECTADY HERDILLIA | 71247 475 PCS TECHNOLOGY 328.29 
m NL 00069335. 490 — TVS ELECTRONICS 313.44 
281 AARTI INDUSTRIES. Nx | 65831 497 PRITHVI INFORMATION SOLUTIONS 305.07 
283 — BASFINOIA on ZS ior (C000 VS 
287 HINDUSTAN ORGANIC CHEMICALS | 647.92 197 SIMPLEX INFRASTRUCTURES | 991.91 
304 JAYANT AGRO-ORGANICS 595.34 214 ENGINEERS INDIA 910.14 
j 313 SYNGENTA INDIA 576.56 225 — GAMMONINDIA 854.02 
323 — FALLISINDIA- | | s Wee BRS 330 ITD CEMENTATION INDIA 545.97 
324 INDIA GLYCOLS | | | 556.68 347 UNITECH 508.97 
338 IG PETROCHEMICALS ! 529.17 383 PATEL ENGINEERING | 464.26 
339  GHOL i | b 525.38 403 JYOTI STRUCTURES 424.09 

426 - STERLING BIOTECH KESSE | 389.91 
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Industry-wise Classification 





RANK meal Rs. cr ; 4S. Cr 
2005 COMPANY NET SALES COMPANY NET SALES 

482 — STERLITE OPTICAL TECHNOLOGIES | 323.04 
388 ^ BLUE DART EXPRESS 456.99 45 KSBPUMPS 0 i 305.60 








39 — GRASIM INDUSTRIES 6182.14 62 NATIONAL FERTILIZERS 3487.79 
83 CENTURY TEXTILES & INDS. 2591.52 71 TATACHEMICALS — 5 — 2982 64 
113 — ADTYABIRLANUO —— 1861.36 74 RASHTRIYA CHEMICALS & FERTILIZERS 2814.33 
118 DCM SHRIRAM CONSOLIDATED — — 1795.31 78 — CHAMBAL FERTILISERS & CHEMICALS 2678.47 
136 — KESORAMINDUSTRIES - | 1432.39 82 GUJARAT STATE FERTILIZERS & CHEMICALS 2603.45 
140 VOLTAS 139337 112 SOUTHERN PETROCHEMICAL INDS. CORPORATION 1887.07 
186 SURYA ROSHNI | 1055.57 116 — GUJARAT NARMADA VALLEY FERTILIZERS COMPANY 1829.82 
198 BALMER LAWRIE & COMPANY 988.37 119 — ZUARIINDUSTRIES 1779.62 
233 — APARINDUSTRIES 819.27 126 — COROMANDEL FERTILISERS : 1547.92 
257 ORIENT PAPER & INDS. 735.72 149 NAGARJUNA FERTILIZERS & CHEMICALS 1269.09 
259 PRAKASH INDUSTRIES 730.09 156 FERTILISERS & CHEMICALS, TRAVANCORE 1213.96 
282 SINTEX INDUSTRIES 658.26 159 GODAVARI FERTILISERS & CHEMICALS 1211.30 
297 NAHAR INDUSTRIAL ENTERPRISES 606.70 220 MANGALORE CHEMICALS & FERTILIZERS 877.19 
331 DCM SHRIRAM INDS. 54502 276 INDO GULF FERTILISERS 676.30 
333 — ZENITHBIRLA (INDIA) 540.83 374 DEEPAK FERTILISERS & PETROCHEMICALS CORPORATION 477.23 
337 NAVA BHARAT FNAO ALLOYS 530.57 
365 JKLAKSHMICEMENT = ; 489.34 22 HINDUSTAN LEVER 9938.19 
61 — VIDEOCON INTERNATIONAL 3719.84 114 NIRMA - | | 1852.88 
69 BHARAT ELECTRONICS 3193.91 124 BRITANNIA INDUSTRIES 1569.05 
92 ABB 2257.09 171  DABURINDA - 1124.91 
100 CROMPTON GREAVES 2059.06 180 MADHYA PRADESH GLYCHEM INDS. 1076.27 
117 SIEMENS 1805.23 195 AGRO TECH FOODS 1003.40 
181 VIDEOCON APPLIANCES 107051 203 COLGATE-PALMOLIVE (INDIA) 954.28 
196 WHIRLPOOL OF INDIA 9033 206 MARICO 937.76 
205 SAMTEL COLOR | 95080 219 TAATEA —— 880.16 
209 — BLUESTAR 922.11 222 GLAXOSMITHKLINE CONSUMER HEALTHCARE 868.50 
242 — AREVAT&DINDIA 775.56 236 RUCHI INFRASTRUCTURE — 808.06 
261  KIRLOSKAR BROTHERS 70721 309 PROCTER & GAMBLE HYGIENE & HEALTH CARE 586.78 
277 — VIDEOCON COMMUNICATIONS 67492 325 GODREJ CONSUMER PRODUCTS 554.91 
284 BAJAJ ELECTRICALS 654.25 371 JHUNJHUNWALA VANASPATI 484.44 
310 — HAVELLS INDIA 58245 384  AMRITBANASPATI COMPANY 463.02 
314 — FINOLEX CABLES | 569.54 391 KSOLS - 452.46 
358 SALORA INTERNATIONAL | 49469 392  HATSUN AGRO PRODUCTS 448.36 
385 — INGERSOLL-RAND (INDIA) 460.17 464 — VENKYS (INDIA) 342.53 
48 BPL 409.91 
420 ATLAS COPCO (INDIA) 402.62 
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THE ANALYS 





274 BATAINDIA 





52 — RAJESH EXPORTS 

184 — ASIANSTARCOMPANY 

192 — SU-RAJ DIAMONDS & JEWELLERY 
270 — SUASHISHDIAMONDS 

317 — CLASSIC DIAMONDS (INDIA) 
364 — SHRENUJ & COMPANY 

455 CG IMPEX 


298  ASAHIINDIA GLASS | 
419 — HINDUSTHAN NATIONAL GLASS & INDS. 


305 APOLLO HOSPITALS ENTERPRISE 





UM LASER S TIPO 
78 — JAIPRAKASH ASSOCIATES 

130 HINDUSTAN CONSTRUCTION COMPANY 
155 KEC INTERNATIONAL EA 
162 NAGARJUNA CONSTRUCTION COMPANY 
190  IVRCL INFRASTRUCTURES & PROJECTS 
199 — IRCON INTERNATIONAL - 
230 ALSTOM PROJECTS INDIA 


361 — UNITED BREWERIES 


472 . JAGATJIT INDUSTRIES 





23 BHARAT HEAVY ELECTRICALS 
Hm NES 

158 CUMMINS INDIA 
IC ee ee — 
WT eS 
211 — THERMAX 
M9 CMT 
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Industry-wise Classification 











282 GREAVES COTTON 635.64 
683.58 301 — SKFINDA | 600.87 
349 SATNAM OVERSEAS 506.36 
405673 351 KR —5— 504.65 
1057.18 352 — ALFALAVAL (INDIA) 501.87 
100772 410 — LAKSHMIOVERSEASINDS. 407.57 
688.33 — 457 FLAT PRODUCTS EQUIPMENTS (INDIA) 348.40 
56256 477 FAG BEARINGS INDIA 326.16 
s 00 RE COGOR BO 
35273 489 MCLEOD RUSSEL INDIA 313.96 
603.24 268 SANDESH 697.04 
40377 288 ZEE TELEFILMS 646.81 
294 HT MEDIA 629.02 
ME o 
25 HINDALCO INDUSTRIES 9497.80 
50 — NATIONAL ALUMINIUM COMPANY 4178.89 
54 — STERLITE INDUSTRIES (INDIA) 3988.17 
84 JINDAL STEEL & POWER 2577.15 
13153.68 90 HINDUSTAN ZINC 2332.39 
2794.86 131 — USHAMARTIN 1484.77 
1505.64 213  JAYASWALS NECO 913.79 
1220.30 343 — MONNETISPAT 518.14 
1170.64 346 HEG 515.67 
104208 350 GRAPHITE INDIA 506.09 
966.20 356 — KIRLOSKAR FNAOUS INDS. 497.27 
82774 359 HINDUSTAN COPPER 494.38 
421 GILLETTE INDIA 402.31 
114294 444 LG BALAKRISHNAN & BROS. 367.79 
491.75 ` 462 STEEL EXCHANGE INDIA 343.57 
433.23 485 SOUTHERN IRON & STEEL COMPANY 316.72 
332.55 500 MADRAS ALUMINIUM COMPANY 303.03 
9737.49 95 — NATIONAL MINERAL DEVP CORPORATION 2219.79 
1741.87 125 SESAGOA 1549.58 
1213.12 353  ASHAPURAMINECHEM 501.00 
117644 
1012.85 — 443 GUJARAT MINERAL DEVP CORPORATION 367.99 
| 92174 
845.02 66 HDFC 3334.77 


THE ANALYS 








RS. CI 
NET SALES 





443707. 
i ad 

| SLE ar M TERT 

453 DSP MERRILL LYNCH - 23 355.93 
461 SHRIRAM TRANSPORT FINANCE COMPANY = 344.81 
466 SHRIRAM INVESTMENTS 341.08 
SENET 
1 INDIAN OIL CORPORATION = .— 144884.38 

2 RELIANCE INDUSTRIES — yes . 6526877. 

3 HINDUSTAN PETROLEUM CORPORATION - 6208300. 

£^. DHARAT PETROLEUM CORPORAURM odi SLIDE UN 

SOL & NATURAL GAS CORPORATION | ' — 00058 
Ti: «GENIAL PETROLEUM CONE ONION E ce Eros ied 
16 KOCHI REFINERIES == | 1943264 
187  ESSAROL - 1055.12 
400 GULF OIL CORPORATION - 430.21 
WERE SRE TE SES 
102 ASIANPAINTS 2037.55 
208  GOODLASS NEROLAC PAINTS 929.43 
223 ICIINDIA ae 862.72 
232 BERGER PAINTS INDIA 822.87 
99  BALLARPUR INDUSTRIES - 7 2074.80 
279 TAMILNADU NEWSPRINT & PAPERS - 671.10 
285 — JKPAPER X mane ta ae oS CR 
312 WESTCOASTPAPERMLIS = 580.75 
STI ANOHRAPRADESHPAPERMILLS : SOUS. 
— oc ee dcos a ER À are 
456 MYSORE PAPER MILLS — 348.50 
SE a 700000 
9 MANGALORE REFINERY & PETROCHEMICALS ——- 18953.32 
45 — BONGAIGAON REFINERY & PETROCHEMICALS _ | 461301. 
45. CASTROLINDA = 133393 
369 SWACHMCAS ————000— 486.21 
454 — RAIN CALCINING 353.41 
4 ITMEATIAXENUNES 0 ee 
"ALI. oii 
122 DR REDDY'S LABORATORIES —- AREAN -1650.85 
142 GLAXOSMITHKLINE PHARMACEUTICALS - | 187653 


Industry-wise Classification 


RANK 


2005 





226 
402 
431 


Basis icm Cia EET 
LUPIN -— aser. 
 CADLAHEATHCARE = 
-AUROBINDOPHARMA 
- SUN PHARMACEUTICAL INDS. 
 WOCKHARDT O 
AVENTISPHARMA 0 
 IPCALABORATORES — 
ORCHID CHEMICALS & PHARMACEUTICALS 
BIOCON - 
 MATRIXLABORATORIES - 
PFIZER 


— ALEMBC | 


. TORRENT PI PHARMACEUTICALS - ESL vk 
NOVARTIS INDIA n 
. GLENMARK PHARMACEUTICALS - S 


ABBOITINDA —- 
~ UNICHEM LABORATORIES. 
MERCK 


DVIS LABORATORIES 


JB CHEMICALS & PHARMACEUTICALS - 


TANCER UNIG: 
dio! NOSARE NE is. 
SHASUN CHEMICALS & DRUGS 


 GARWARE POLYESTER = č 
JINDAL PHOTO č = č 
COSMO FILMS 


PEAN elliot ent rdbane ithaca 
A 
 SUPREMEPETROOHM — — — 
FLEXINDUSTRIES — 0 
RNOLEXINDUSTRES —— 
SUPREME INDUSTRIES — — — 
SOUTH ASIANPETROCHEM — 
 PIDLITEINDUSTRES — — 
JAIN IRRIGATION SYSTEMS 


 CIBAS SPECIALTY CHEMICALS (NDA) - 





TESEN 


PTR 


1115.70 


1082.92 


1985.3 


SH 


un 


T. 
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oe Vereen 

381 FCL TECHNOLOGIES & PRODUCTS —— 
406 — NATIONAL ORGANIC CHEMICAL INDS. 
ON URDESSABS 

me. hei Ms atta 
440 — SANGHI INDUSTRIES 

484 — NILKAMALPLASTICS 


(8 NTPC 
53 RELIANCE ENERGY —- 
56 — TATAPOWERCOMPANY — 
T0 — NENELI LIGNITE CORPORATION 
NIU di. 
107 PETRONET LNG 
CTIE SULON ENERGY 
146 TORRENT POWER AEC 
202 TORRENT POWER SEC 
-295 GUJARAT INDUSTRIES POWER COMPANY — 
322 GUJARAT GASCOMPANY 
336 <ALPATARU POWER TRANSMISSION 
387  INDRAPRASTHAGAS 
432 BOCINDIA | 
498 JAIPRAKASH HYDRO POWER 


65 SHIPPING CORPORATION OF INDIA 

101 GREAT EASTERN SHIPPING COMPANY 

227 ESSARSHIPPING - 

321 MERCATOR LINES EX 6 s 
427 VARUN SHIPPING COMPANY 


29706.79 
15259.78 


7 STEEL AUTHORITY OF INDIA 


11 TATASTEEL ——— 
27 ISPATINDUSTRES - 

Eo NU si ENN. 
40 — ESSARSTEEL 


98 UTTAMGALASTEELS 
128 MUKAND 
135 TUBE INVESTMENTS OF INDIA 
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Rs. cr 
NET SALES 


916.25 


466.62 


42154 


407.02 


| 896.69 
AROEN 


318.22 


22787.10 
4047.94 


3850.68 
3016.23 


. 2391.10 


1958.02 
1917.12 


| 182847 


954.83 
744.87 
559.27 
535.83 
457.78 
384.00 
304.90 


3395.05 


2049.20 


847.32 
560.67 
388.96 


8625.00 
8327.41 
6095.09 
3240.88 


2674.11 


2095.42 


-1526.66 
1435.37 


Industry-wise Classification 


Rs. cr 
NET SALES 
138 LLOYDS STEEL INDS. 1396.86 
139  PSL eL. | 1396.24 
143 NATIONAL STEEL & AGRO INDS. 1368.05 
170 SHAH ALLOYS pi 1132.55 
176 .— WELSPUN-GUJARAT STAHL ROHREN 1105.12 
178 — JINDAL SAW us ; 1090.22 
207 ELECTROSTEEL CASTINGS 931.52 
217 SMT | 899.23 
244 MAHARASHTRA SEAMLESS _ 769.02 
248 KALYANI STEELS -768.54 
252 SUJANA METAL PRODUCTS . T9457. 
293 — SUNFLAGIRON & STEEL COMPANY 748.33 
294 SHREE PRECOATED STEELS 745.70 
342 MAHINDRA UGINE STEEL COMPANY 521.37 
397 MAN INDUSTRIES (INDIA) 494.83 
362 SURANA INDUSTRIES 490.68. 
404 STEELCO GUJARAT "us 423.66 
405  BHUWALKA STEEL INDS. 421.75 
458 PENNAR INDUSTRIES 347.86. 
467  FACORSTEELS 340.36 
483 TULSYANNEC 322.60 
486 VALLABH STEELS 314.96 
492 RATHIISPAT 308.53 
496 — PANCHMAHAL STEEL 305.18 
ets ae ee NR ee 
200 TRIVENI ENGINEERING & INDS. 963.81 
234 — BALRAMPUR CHINI MILLS 811.61 
265 — EID-PARRY (INDIA) 717.13 
311  MAWANA SUGARS 581.73 
355 BAJAJ HINDUSTHAN | 497.43 
366  BANNARI AMMAN SUGARS - 487.39 
380  DHAMPUR SUGAR MILLS 466.90 
425  SIMBHAOLI SUGAR MILLS 391.47 
449 — OUDH SUGAR MILLS 361.58 
30 BHARTI TELE-VENTURES A = 8113.53 
42  MAHANAGAR TELEPHONE NIGAM — 5600.32 
67 —VIDESH SANCHAR NIGAM 3296.49 
17 M | is fei 1321.19. 
238 TATA TELESERVICES (MAHARASHTRA) 799.82 





417 
479 


110 
115 
121 
152 
164 
182 
185 
204 
237 
245 
256 
264 
302 
328 
335 
360 
368 
376 
378 
379 
389 
390 
397 
414 
423 
428 


452 
460 
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COMPANY 


HIMACHAL FUTURISTIC COMMUNICATIONS 


AVAYA GLOBALCONNECT 





INDO RAMA SYNTHETICS (INDIA) 
MAHAVIR SPINNING MILLS 
ARVIND MILLS — 

ALOK INDUSTRIES 

RAYMOND 

JINDAL POLY FILMS 

SRF 


- CENTURY ENKA 


ABHISHEK INDUSTRIES 
RAJASTHAN SPINNING & WVG. MILLS 
JBF INDUSTRIES 


_ GOKALDAS EXPORTS 


JCT TEXT 
RECRON SYNTHETICS 


- SUTLEJ INDUSTRIES 


GARDEN SILK MILLS 
MODIPON 


 WELSPUNINDA —- 
MODERN SYNTEX (INDIA) - 


E 

NAHAR EXPORTS 

FORBES GOKAK 

NAHAR SPINNING MILLS 
INDO RAMA TEXTILES 

pet Fes 
NOVA PETROCHEMICALS 
SUPER SPINNING MILLS 
SANGHI POLYESTERS 
S KUMARS NATIONWIDE 
CENTRAL INDIA POLYESTERS 


 MALWA COTTON SPG. MILLS 


SIYARAM SILK MILLS _ 
ESKAY KNIT (INDIA) 


BANSWARA SYNTEX 


LOYAL TEXTILE MILLS 


ITC 


Rs. cr 
NET SALES 





404.77 
324.46 


1941.76 


1837.66 


1665.38 
. 1232.19 
1153.09 
1068.16 
1056.85 
edis 


7211.88 


Industry-wise Classification 





Rs. CI 


RE NET SALES 





295 GODFREY PHILLIPS INDIA 626.80 
12 MMIC 14982.05 
14 GAIL (INDIA) 13602.23 
15 ADANIEXPORTS y 13509.12 
17 IBPCOMPANY — 13353.15 
24 — STATE TRADING CORPORATION OF INDIA 9514.65 
71 VISHAL EXPORTS OVERSEAS 2679.79 
104  PTCINDIA 1992.65 
132 SURANA CORPORATION 1469.07 
133 — PARKER AGROCHEM EXPORTS - 1466.76 
157 SOUTH INDIA CORPORATION (AGENCIES) 1213.15 
290 ^ PANTALON RETAIL (INDIA) 638.95 
303 SAI SERVICE STATION 595.48. 
354 SHOPPERS’ STOP - : 498.06 
372 COMPETENT AUTOMOBILES COMPANY 484.27 
416 ARVIND PRODUCTS 406.05 
430 — HERBERTSONS 387.01 
445 USHA INTERNATIONAL = | 36747 
470 — TIL 335.97 
RE CCo Mee 
103, CONTAINER CORPORATION OF INDIA — — 1994.67 
258 TRANSPORT CORPORATION OF INDIA 731.48 
340 DREDGING CORPORATION OF INDIA | 52540 
438 — ABGSHIPYARD 376.64 
85 MRF — Riek s} 2563.16 
94  APOLOTYRES è — 2233.81 
109 JK INDUSTRIES = 1946.65 
127 CEAT | | 1534.94 
293 GOODYEAR INDIA —- 629.78 
367 BALKRISHNA INDUSTRIES 487.18 


Data Complied from Prowess database of Centre for 1 
Monitoring of Indian Economy (CMIE) and Annual Reports 
of companies 


Data Compiled by Amit Singh Sisodiya 
Akhil Tandulwadikar 
and Aala Santhosh Reddy 
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L8. OL & NATURAL GAS CORPORATION 11032637. 
"2 REUANCE INDUSTRIES . 70850.09 
ve a 70021.72 
a 58791.53 
~ 1 INDIAN OL CORPORATION 51551.00 
37 INFOSYS TECHNOLOGIES 46294.22 
EE c 90 5. 42838.36 
30 BHARTITELE-/ENTURES 31716.12 
2% HINDUSTAN LEVER —— 29609.86 
LB. STATEBANKOFINDIA 855552 — 


Highest Profit Makers: 2004-05 


COMPANY 





......,§ aes 

LL 2^ RELANCE INDUSTRIES 
LU. SIEEL AUTHORTY OF INDIA 
Te vec 

LUPA NDAN OL CORP. 
6 _STATEBANKOF NDIA 
EX. 

ER 777 
Me. com 

34. CAL (INDAA) 





Return on Net Worth: 2004-05 


COMPANY 





B ASHIMALTD. O Hi i 
- FERTILISERS & CHEMICALS, TRAVANCORE LTD. 


“415 MYSORE CEMENTS LTD. 

WR anoa Hooo. — 85 — 
LX. STEEL AUTHORITY OF INDIA LTD. 

B. SESAGOALID. 

mu 

I MSRENDAUD 

| © MERCATOR LINES LTD. 





Virg th ee 


Y^ n 
^ 
À E 
^ Ve 5 
— 
^ 


POTE TRAD MC OL da i d 
wlan 
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12983.05 
7571.68 


681697 


5807.00 
4890.63 
4304.52 


—— 947416 
. 219140 


2005.20 
1953.91 





Top 10 as per Various Criteria 


Eamings Per Share: 2004-05 


COMPANY 


STATE BANK OF MYSORE - 

STATE BANK OF TRAVANCORE 
STATE BANK OF BIKANER & JAIPUR 
JINDAL STEEL & POWER 
HINDALCO INDUSTRIES 

SESA GOA 

LAKSHMI MACHINE WORKS — 
MOTOR INDUSTRIES CO. 
GRASIM INDUSTRIES 

OIL & NATURAL GAS CORPN. 





Highest Growth in Net Sales: 2004-05 


COMPANY 


GOKALDAS EXPORTS LTD. 
CG IMPEX LTD. 


SURANA CORPORATION LTD. - 


ESSAR OIL LTD. 
PARKER AGROCHEM EXPORTS LTD. 
SANDESH LTD. | | 
STERLITE OPTICAL TECHNOLOGIES LTD. 
SANGHI INDUSTRIES LTD. 

JSW STEEL LTD. 

SUZLON ENERGY LTD. 


Net Fixed Assets: 2004-05 


COMPANY 





OIL & NATURAL GAS CORPN. 
RELIANCE INDUSTRIES 

NTPC 

INDIAN OIL CORPN. 

STEEL AUTHORITY OF INDIA 
TATA STEEL | 
BHARTI TELE-VENTURES 
BHARAT PETROLEUM CORPN. 
GAIL (INDIA) 


HINDUSTAN PETROLEUM CORPN. - 





1766.58 
1138.95 
989.01 
506.81 
452.18 
338.94 
160.92 
156.10 
154.32 - 


14248 


Rs. C 


34542.20 


34065.98 — 


32238.80 
3209763 
12792.75 


911224 — 


9042.35 
8328.03 
8112.97 
7713.41 


Top 10 as per Various Criteria 


Highest Tax Payers: 2004-05 


COMPANY 












"WI. SK CEMENT LTD. — . 1865000 | 5 | OL&NATURAL GAS CORPN. 6980.00 
L94 ^ GOODYEAR INDIA LTD. 1026000 6 | STATEBANKOFINDA 2447.22 
O9  MUANDUD = ! 9997.27 (08. TATASTEEL aisi ER 
“134 ^ PARKER AGROCHEM EXPORTS LTD. 760000 - | » AR mE 1039.00 
"241 ^ SOUTHASIANPETROCHEMLTD. —- 255507 — A INDANOLCORPN. — 1029.43 — 
-218 — ISMTLTD. . 1943.48 14 GAIL(NDIA) : 889.83 — 
"453 SANGH!POLYESTERS LTD. 1475.00 35 Mec cS. rm ___ a 
28 ISPATINDUSTRIES LTD. —- 1470.53 7 STEEL AUTHORITY OF INDIA 748.06 
265 GOKALDAS EXPORTS LTD. 1246.26 "2 RELIANCE INDUSTRIES — a 
“293 GREAVES COTTON LTD. 91070 - -28 BHARAT HEAVY ELECTRICALS 636.00 


Highest Loss Makers: 2004-05 


COMPANY 


Highest Average Closing Price: 2004-05 


COMPANY 








EE mum O O bs -757.60 193 LAKSHMI MACHINE WORKS 808820 — 
238 ^ TATATELESERVICES (MAHARASHTRA) LTD. -527.86 85 MRF di 2945.95. 
494. IFCILTD. -443.40 97 | STATE BANK OF BIKANER & JAIPUR - 2360.00 
“477 ESCORTS LTD. -313.54 = 37 . INFOSYS TECHNOLOGIES 2252.55 — 
460 S KUMARS NATIONWIDE LTD. -202.32 -129. STATE BANK OF MYSORE 2044.50 
NENNEN  — Ur CETT SUI — 
418 —_HIMACHAL FUTURISTIC COMMUNICATIONS LTD. - -168.93 - 88 MOTOR INDUSTRIES CO. 2043.30 
"156 FERTILISERS & CHEMICALS, TRAVANCORE LTD. -168.01 67 _ STATE BANK OF TRAVANCORE . 202515 — 
(498 WHIRLPOOL OF INDIA LTD. -99.80 CMT. SIEMENS —— (169925 — 
-834 UNITED WESTERN BANK LTD. -98.64 436 | MONSANTO INDIA -1649.35 
29 LML LTD. 9631. — - 81 TATACONSULTANCY SERVICES 143275 — 
" 
Anlayst 500: Glossary of Shortened Terms 

Shortened Industry Rank Shortened Company 

Auto Auto & Ancillaries 9 MRPL Mangalore Refinery & Petrochemicals 

Cast. &Forg. Castings and Forgings 12 MMIC Minerals and Mines Trade Corporation 

Watches Clocks & Watches : 

IT Computers & IT 45  Bongaigaon Refinery & Petrochem Bongaigaon Refinery & Petrochemicals 

Courier Courier Services 66 HDFC Housing Development Finance Corporation 

Electronics Electricals and Electronics 95  NMDC National Mineral Devp Corporation 

Jeweiry Gems & Jewelry 112  SPIC Southem Petrochemical Inds Corporation 

Glass Glass & Glassware i " 

Photo Films Plastics & Photo Films 149  NFCL Nagarjuna Fertilizers & Chemicals 

Textiles Textiles & Yarns 263  IDFC Infrastructure Development Finance Co 

Tobacco Tobacco Products 309 P&G Hygiene & Health Care Procter & Gamble Hygiene & Health Care 

Infrast. Infrastructure 374 Deepak Fertilizers & Petroch Deepak Fertilizers & Petrochemicals C 

EMCG Fast Moving Consumer Goods eepak Fertilizers & Petrochem eepak Fertilizers & Petrochemicals Corporation 


Reference # 01M-2006-02-02-09 
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COP REYES SU "M e The ICFAI Institute of 
IcfaiTech Science & Technology 
The ICFAI Institute of Science & Technology m Agartala = Bangalore = Bhubaneswar 

= Dehradun m Hyderabad m Jaipur 


B.Tech. 


e Biotechnology € Computer Science & Engineering @ Electrical & Electronics Engineering 
@ Electronics & Communications Engineering 





Highlights 
_J Modern educational process 


LJ Strong core program coupled 
with flexibilities. 


[] State-of-the-art curriculum. 
L] Internal & continuous evaluation. 
C] Highly experienced faculty. 


C] Unique Internship Program for 
30 weeks 


L] Merit Scholarships 
[L] Placement assistance 















Eligibility: 


m Pass in 1042 (Mathematics, Physics & Chemistry) with aggregate 60% and above. 
m 10+2 (MPC) students awaiting final year examinations and results. 


Admission: 
Through Admission Test for IcfaiTech (ATIT 2006) : May 27, 2006 at 72 Test Centers all over India. 
Classes from : August 01, 2006. 


For Prospectus and Application, please send a DD for Rs. 500 drawn in favor of ICFAI A/c IcfaiTech, payable at 
Hyderabad, to: Campus Programs Admissions Department (CPAD), 


45, Nagarjuna Hills, Punjagutta, Hyderabad - 500082. Tel : 040-23435328/29/30/45. 
Fax : 040-23435347/48. Email: cpadhq @icfai.org 





Visit us at : www.icfai.org/atit 





B INDUSTRY 





Oil Industry 


Designed Moves 
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Indian companies are aggressively taking steps to meet the future demand 
for oil and gas by acquiring reserves both domestically and abroad. 





ndia is currently the fourth largest 

oil consumer in the Asia-Pacific re- 

gion. Oil constitutes nearly a third of 
India's total energy consumption. India's 
demand for petroleum has been increas- 
ing and thus putting pressure on the 
country's imports. At the same time, 
Indian oil majors are aggressively work- 
ing on increasing their oil and gas re- 
serves either by stepping up the explora- 
tion activity or by acquiring companies 
and oil fields abroad. 


Major happenings 
Given the acute shortage of oil and gas 
reserves in the country with large parts 





of the country remaining unexplored, 
the government has allowed private 
players to take part in the exploration 
activity. The New Exploration and Li- 
censing Policy (NELP) was aimed at at- 
tracting private investments in explo- 
ration. The move is proving successful 
in drawing both domestic and interna- 
tional participants towards explora- 
tions. Some of the companies like Reli- 
ance have met with success in the 
Krishna-Godavari basin. 

In order to encourage competition 
among the three public-sector oil ma- 
jors—ONGC, IOC, and GAIL—the 
Cabinet Committee on Economic Af- 


fairs has allowed the offloading of cross- 
holdings of the three state-owned oil 
companies from each other. The amount 
generated out of the sale of the cross- 
holdings would be used to fund the ac- 
quisitions while integrating both for- 
ward and backward. 

Indian Government has encouraged 
state-owned firms to bid aggressively 
for foreign petroleum assets. Indian oil 
companies have increased their pres- 
ence globally to acquire new oil fields. 
Oil and gas from OVL’s partnership 
with Rosneft in Sakhalin-I, Russia, is 
expected to commence full production 
from the last quarter of 2006-07. OVL 
and China National Petroleum Corpo- 
ration Limited (CNPC) jointly entered 
into an agreement to acquire Petro- 
Canada’s entire shares in four produc- 
tion-sharing contracts in Syria. These 
two companies are working together in 
Sudan also. OVL is also thinking of buy- 
ing a Canadian company, Petrokazakh 
in Kazakistan. It has already picked up 
stakes in 15 properties in 13 countries 
including Myanmar, Vietnam, Libya, 
Iraq, and Angola. 

Public-private partnerships have 
also helped in increasing oil supply. 
ONGC Mittal Energy Limited 
(OMEL), a joint venture of ONGC and 
Mittal Investment SARL, has bagged 
a deal in Nigeria to produce an aver- 
age of 0.65 million barrels a day of oil 
and oil equivalent gas for over 25 
years. Saudi Aramco, the world’s larg- 
est oil company, is keen to partner 
with Indian Oil Corporation (IOC) in 
maintaining strategic crude reserves. 
BPCL will invest in Bharat Oman Re- 
fineries Limited (BORL) equity 
amounting to Rs. 19,960 mn. Oil 
companies are planning to set up Spe- 
cial Purpose Vehicles (SPVs) for oil 
storage facilities and improving oil 
security. 
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Capturing future 
Energy security has become an impor- 
tant issue for India. Gevernment has 
plans to raise $25 bn to acquire oil and 
gas properties abroad. As part of im- 
proving energy security, the government 
is building five million tons of storage 
capacity for crude oil in Visakhapatnam 
and Mangalore. Efforts are underway to 
set up coal gasification project and re- 
newable energies by Indian companies 
in association with overseas companies. 
Increasing the gas supply sources 
and distribution infrastrueture seems to 
be the mantra of the oil companies. 
While concentrating on oil exploration 
abroad, Indian companies are also ex- 
plorirg options to have oil reserves closer 
to home in order to reduce transporta- 
tion cost. Cross-country pipeline is under 
consiceration to gain long-term benefits. 
A petroleum and natural gas regulatory 
board has been proposed along with a 
draft pipeline policy, seeking to un- 
bundle gas transportation from supply 
and establish ‘contract carrier’ norms for 
access. Indian Oil Corporation Limited 
(IOC) pians to lay a petroleum products 
pipeline between Chennai and Banga- 
lore, and hopes to begin work on an ini- 
tial survey soon. A national gas pipeline 
grid connecting over 8,000 kms and ca- 
pable cf transporting about 100 million 
standard cubic meters per day is also 
being proposed. In the petroieum sector, 
pipelines will be developed through joint 
ventures, or through the FDI route. 
Government has also proposed to 
merge the pure refining companies with 
their parent oil marketing company so 
as to offset the negative marketing mar- 
gins with robust refining margins. The 
formal merger of Kochi Refineries Lim- 
ited (KEL) with BPCL is still awaiting 
clearance from the Ministry of Com- 
pany Affairs. The Union Cabinet has re- 
cently given its approval for the merger 
of IBP with its parent company IOC. 
The downstream companies are con- 
tinuing to expand their retail sales. 
There is a proposal to increase the num- 
ber of petrol pumps by 30,000. BPCL 
wants to add 600 more retail cutlets to 
reach 7,000 this year and has bid for re- 
tail outlets in Sri Lanka. IOC also has 
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IOC is planning to go in for forward integration into petrochemical business, which will raise its 
turnover from $35 bn to $60 bn by 2011-12. It is planning to build a 120,000-barre! per day 
refinery in Callik Energy, Turkey. IOC has clear blueprints for investments to realize its aim of 
transforming itself into an integrated, transnational energy major. 


BPCL will be investing in a new 120,000-barrel-per-day refinery in central India. BPCL will invest in 
Bharat Oman Refineries Ltd. (BORL) equity amounting to Rs. 19,960 mn. The company also plans 
to invest about Rs. 130 cr in natural gas distribution and marketing across five states over five years. 
Though the company is able to increase their sales volume, the company registered net loss of Rs. 
20.3 cr for the quarter ended september 30. 


Reliance Industries Limited would double its petroleum refining capacity at Jamnagar in the next 
3-4 years to 60 million tons per year. The expansion process of this unit is underway and is 
expected to produce 1.2 million barrels per day after completion. RIL holds 9096 participating 
interest in two of the most promising exploration blocks in the country, in the Krishna-Godavari 
(KG) and North-East Coast (NEC) basins. The company has taken a global stride, with one 
exploration block each in Oman and Yemen. 


HPCL was able to increase its revenues, but failed to get profits. The company had net loss of 
Rs. 507.89 cr in Q1 and Rs. 22.14 cr in Q2. It had recently roped in global giant British Petroleum 
for a stake in its Bhatinda refinery. The company is planning to export ATF (Aviation Turbine Fuel) 
from India. The company is looking at the opportunities in bilateral cooperation in oil exploration 


and production in Romania. 


its presence in Sri Lanka and is plan- 
ning to enter Singapore, Malaysia, and 
Middle-East markets, while GAIL 
plans to enter the UK and Egypt 
markets. 

Government took measures in order 
to provide financial flexibility to the 
downstream oil companies. The Petro- 
leum and Natural Gas Ministry is 
likely to issue bonds to oil marketing 
companies in lieu of huge under recover- 
ies. The Energy and Resources Institute 
has asked the government to revise the 
Import Parity Pricing formula to absorb 
the impact of the escalating oil prices 
while keeping the revenue neutral. 

Oil companies appear open to the di- 
versifications. GAIL proposes to set up 
a gas-based petrochemical project in 
Kochi. HPCL will set-up à 100 MW 
wind park and launch pilot projects for 
bio-diesel production in moves that 
could deliver significant cost advan- 
tages to the company. BPCL has firmed 
up plans to venture into the Direct-To- 
Home (DTH) TV domain. GAIL and 
IOC signed a joint venture for jointly 
implementing the city gas projects in 
Agra and Lucknow. Reliance Industries 
Limited plans to enter into bio-diesel 


farming in a big way and has identified 
200 acres to cultivate Jatropha at 
Kakinada in Andhra Pradesh. 

Future belongs to cooperation, and 
not competition, in the sector, especially 
while bidding for foreign oil fields. Both 
China and India consume far more oil 
than they produce. India imports 7596 of 
its oil supplies while China imports 
over 30%. India lost deals to China in- 
cluding EnCana's oilfield in Ecuador, 
stakes in five Indonesian oil fields, ex- 
ploration deal in Angola, and 
Petrokazakh in Kazakistan. The new 
mantra of cooperation assumed impor- 
tance with Indo-Sino collaborations in 
Yadavaran gas field in Iran and AI- 
Furat in Syria. Government started ini- 
tiating joint-bids with Chinese firms 
after having tasted success in similar 
efforts. It is hoped that the initiatives 
and efforts taken to increase the pro- 
duction capacity and to expand global 
operations by acquiring oilfields, will 
take India to the expected levels. «^ 


D Satish 
and Surendar Vaddepalli 
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Customised financial products, Mobile ATM service, Intranet, flexi deposit schemes, 
start to finish service counters allin place to enhance customer delight. 


The Jammu & Kashmir Bank is today one of the 
fastest growing banks in India, offering world class 
banking products and services to its customers. Our 
operating ethos is build around the four pillars of good 
governance, transparency, disclosures, 
accountability and value. 


Based on these qualities, the bank has gone from 
strength to strength. Recording an outstanding 
achievement in the last fiscal (2004-05), with an all 
time high business turnover of Rs.33162.11 crore 
from Rs.27946.32 crore of the previous year. The net 
NPAs stood at 1.4196, which is one of the lowest in the 
industry. 

And why not? When your productivity levels show 
sustained growth with per branch and per employee 
business increasing to Rs.6632.4 lakhs and 
Rs.482.50 lakhs respectively, you must be doing 
some things right. 





Being Technology Driven for example. Our IT strategy 
emphasizes enhanced level of customer services 
through 24x7 availability, multi-channel banking, and 
cost efficiency through optimal use of electronic 
channels, wider market reach and opportunities for 
cross-selling. And innovative products allow 
customers to make the best use of our infrastructure. 


Sure enough, these efforts have been duly 
recognized and rewarded. With the prestigious Asian 
Banking Award 2005 for its 'Development Project 
Financing Programme’; an award for Customer 
Convenience Programme; fifth ranking among the 
top ten Asian banks and so much more. 

Today, we look back with pride and ahead with 
confidence. Towards more milestones. And more 
opportunities to serve our esteemed customers. 





THE JAMMU & KASHMIR BANK LTD 


Visit us at 





www jkbank.net 
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B INDUSTRY 


IT Industry 


Time to Take the Big Leap 





The mood in the industry is upbeat. However, changing market dynamics 
call for rethinking on strategies. Indian IT companies have to ascend the 


value chain in order to remain competitive. 


he success story of the Indian IT 
mdustry has been told over and 
over again. However, it is far from 
over. It was yet another year of excite- 
ment and triumph for the IT corporates. 
While Oracle’s acquisition of i-flex rein- 
forced the importance of Indian IT indus- 
try, TCS and Infosys together put the 
country's IT scenario on the global plat- 
form by bagging the prestigious $400 mn 
ABN Amro deal. Forecasts are also en- 
couraging for the sector. IT exports are 
likely to grow by 30-32% (in dollar terms) 
for the financial year 2005-06 and are 
expected to touch $50 bn by 2008 from 
the present $20 bn. By 2010, the sector is 
expected to contribute 7% to the 
countrys GDP compared to the present 
396. Since it's raining profits everywhere, 
investments and expansions seem to be 
the in-thing for the industry. 
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An action-packed year 

The year 2005 was very eventful for the 
Indian IT industry. It was marked by a 
slew of expansion plans, mergers and ac- 
quisitions, new start-ups, and extensive 
changes in business models by both do- 
mestic and foreign companies. On the do- 
mestic front, industry biggies like 
Infosys, Wipro, HCL Tech, and Satyam, 
set up their branches and subsidiaries 
abroad. TCS entered the UK insurance 
and pension market by bagging a deal 
worth $847 mn from Pearl Group, the 
biggest one ever for an Indian company. 
Also, among the mid-rung companies, 
i-flex, Mphasis, Mastek, Cognizant, 
Tata Tech, Infotech, and Patni comput- 
ers are some of the companies that made 
overseas forays in order to build or 
strengthen their footprints in the world 
market and enter new areas of business. 


At the same time, enthused by the 
growth opportunities in India, several 
MNCs also have either increased their 
presence or have set up shop in India. 
iNautix, a provider of global technology 
solutions, HID Corp, the US-based ac- 
cess control cards major, Aspire Sys- 
tems, which develops technology prod- 
ucts, Verisign, the network and Internet 
infrastructure service provider, to name 
a few, have entered India during the last 
year. Apart from these, global IT giants 
Microsoft, Intel, AMD, Semindia, Cisco, 
and Flextronics have made announce- 
ments that they will make investments 
of up to $8 bn in the next 3-5 years. 

On the financial performances front 
too, the year brought good news from all 
sides, except for a few hiccups in the first 
half of the year. Not just the frontline com- 
panies, which take large share of the In- 
dian IT industry, the small and medium 
companies also put up a good show. Dur- 
ing the year, India hosted a few high-pro- 
file visitors like Cisco’s CEO John Cham- 
bers, AMD’s Hector Ruiz, IBM’s Samuel J 
Palmisano, Intel’s Craig Barret, and 
Microsoft's Bill Gates—an indication of 
the growing importance of Indian market 
in the global boardrooms. The year also 
saw a few downsides like financial fraud 
by call center employees (of Mphasis) and 
hopping (while Wipro saw its Vice-Chair- 
man, Vivek Paul, quit, Infosys bid 
goodbye to its global sales head, Basab 
Pradhan, during the year) of top execu- 
tives (of Wipro and Infosys). 


A forecast for 2006 

The year 2006 is likely to see a trend of 
unbundled deals—a move from single 
vendor to multiple vendors—as in the 
case of ABN Amro where the whole con- 
tract was divided among five vendors in- 
cluding TCS and Infosys (the other three 
being IBM, Accenture, and Patni). The 
Indian IT industry, with its existing 





Industry 


structure, is well-placed to benefit from 
this emerging trend. This is because the 
Indian IT services market is on its way to 
maturing and diversifying which will re- 
sult in an array of qualified niche players 
with specialization in various segments. 
According to the Forrester Report, while 
the tier-I companies have multiple ser- 
vice-lines in various verticals at various 
locations of the world, the mid-rung com- 
panies are carving a niche for them- 
selves. The report listed Flextronics, 
i-flex, Kanbay, L&T Infotech, MBT, and 
Polaris as vertical specialists, Aditi, Az- 
tec, Hexaware, and Symphony as R&D 
support specialists, and ThoughtWorks 
and Valtech as iterative development 
specialists. With such diversity, Indian 
IT industry will continue to enjoy tre- 
mendous growth, the report said. 

On the other hand, large companies 
too, are on the lookout for broad-basing 
their service offerings. A few companies 
have already started planning in this di- 
.rection. Infosys has entered into 
consultancy and has big plans for China. 
Similarly, TCS is also working on new 
flanks like engineering services and infra- 
structure management. Wipro too, wants 
to have a share of the R&D pie through its 
recent acquisition of NewLogic, an Aus- 
tria-based semiconductor design services 
firm. The specialization in the mid-cap 
companies is likely to attract the interest 
of these large companies and hence, the 
industry is likely to witness more action 
in 2006 in the form of portfolio diversifica- 
tion and mergers and acquisitions. 

Further, the entry of more multina- 
tionals will usher in an environment of 
healthy competition. Global behemoths 
like IBM, Accenture, Oracle, and 
Microsoft are likely to increase their 
headcount by several hundreds this year 
and will be ready to give away significant 
perks and incentives to attract skilled 
professionals. Domestic companies will 
also adopt various strategies like tying up 
with B-schools, to attract employees. 
With predictions that there will be a 
shortage of 500,000 qualified profession- 
als by 2010, employee retention will re- 
main one of the biggest challenges for the 
players. As a result, salary packages of 
key professionals will sky-rocket for an- 





Big is Beautiful 


Conventional wisdom says that the bigger you get, the slower you grow. But, the Indian IT biggies are 
defying this notion. They have been growing at a much faster pace than the small and medium compa- 
nies. This trend is evident in the second quarter results ended September 30, 2005. Whereas the big 
companies, viz., TCS, Infosys, and Wipro, have posted 21.4, 31.1, and 51.596 growth respectively, the 
small and medium companies like i-Gate, Polaris, Mphasis, and Hexaware reported a growth between 
single digit to 2096. Out of the 16 IT companies that could make it into The Analyst 500 list, TCS, placed 
at 30, leads the pack. Closely following it are Wipro and Infosys at 33 and 36 respectively. But will this trend 
continue in future also? The future plans of these companies indicate that this growth is sustainable. 


Tata Consultancy Services: TCS has recently entered into medical research. It has accepted to provide 
end-to-end clinical trial management for Novo Nordisk, a leading player in the field of diabetic care. It has 
also entered into partnerships with SAP to deliver adaptive manufacturing solutions, with Central Bank of 
India for its core banking solutions, with HAL for aerospace solutions, with Microsoft for telecommuni- 
cations solutions, etc. By acquiring a leading BPO firm in Chile, TCS has reiterated its commitment 
towards the BPO sector. The company is also negotiating with Chinese counterparts to set up mega 
outsourcing company in collaboration with Microsoft. It has plans to enter Poland in 2006 in a step 
towards consolidating its European presence as well. TCS is preparing to enter into healthcare manage- 
ment through a tie-up with Apollo Hospitals. It launched iLab for R&D in emerging technologies. 
Wipro Technologies: Wipro has entered areas like telecommunications, financial services, oil and 
gas, and automotive industries in Malaysia and is all set to be a leader in providing IT and consulting 
solutions to them. It opened a new office in Munich for expanding its German presence. It acquired 
mPower, an integrated voice and data service provider, and NewLogic to diversify its portfolio of 
offerings. Wipro BPO partnered with E-OPS to provide offshore back-office processing services. It 
also has a tie-up with SAP America to provide implementation services for SAP Business One. 
Infosys Technologies: Infosys entered into an R&D deal worth $39 mn with French engineering 
major Alstom. Further, with a new development center in China, a consultancy arm in the US that 
has redefined business models, a strong foot holding in the baking industry through its unique 
Finacle', a AS/En certification for aerospace systems, a partnership with Arrow Electronics for 
shop-floor control systems, a tie-up with GAIL for providing solutions for the hydrocarbon indus- 
try, the Indian technology powerhouse is well-oriented to build the nation's reputation as an IT hub. 


other year. Further, 2006 would be 
marked as the year of the rise of tier-II 
cities. After the metros and other major 
cities, it will be the turn of B-class cities 
and towns like Pune, Chandigarh, Jaipur, 
Mysore, Nasik, Vizag, Coimbatore, etc., 
to witness the IT boom. 


Ascend the value chain 

The Indian IT industry is currently at so- 
called ‘inflection point’. On the one hand, 
it has gained lot of importance as the key 
driver of the county's economy. On the 
other, companies are facing sustained 
pricing pressures and a gradual fall in 
the margins. The industry today faces 
the challenges of competition from glo- 
bal behemoths, looming shortage of 
skilled workforce, and the rise of rival 
outsourcing destinations. Indian compa- 
nies' response to these challenges should 
be to upgrade themselves by moving up 
the value chain. They have to make a 
move from offering low-end services to 
providing high-end services such as con- 


sulting, product development, inte- 
grated processing, network consulting, 
R&D, and end-to-end turn-key solutions. 
Also, companies have to build global or- 
ganizations and networks that can serve 
multinational clients and offer higher- 
end services anywhere in the world. 

Finally, our IT industry's growth will 
depend much on the quality of infra- 
structure available like highways, air- 
ports, power, education, etc. According to 
industry experts, the country's insuffi- 
cient and crumbling infrastructure is a 
major impediment to its growth. Hence, 
the government has to take immediate 
steps to improve the infrastructure and 
make favorable policy changes to boost 
the industry's growth. When all these 
changes see light of the day, Indian IT 
companies can make a leap from being a 
low-end service provider to being a high- 
end service provider. «^ 


D Satish and Smitha Deshpande 
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e Treasury and Forex Project Management ||e Cyber Law 
Management e Brand Management | 
e Certified International e Customer Relationship e Alternative Dispute 
Investment Analyst Management Resolution 
" eis oia oig e Supply Chain Management : 
Miseni Basis e Export and Import E Intellectual Property Rights 
e Accounting Standards and Management | : 
| US GAAP || e Global Strategic |e International Business Law | 
e Financial Engineering Management | 
| e Strategic Finance and e Enterprise Risk e Environmental Law 
Control Management | 
h Information Systems Audit E-Business e Securities Law | 





e Contemporary Curriculum e Web support on 24 x 7 basis 


e Quality Courseware e Examinations four times a year 
e Case Study focus at over 130 Test Centers 


e EMI facility 


The B.Ed / M.Ed Programs are designed for 
training teachers in Private (unaided) 
Schools in India and abroad 


| and hence, as envisaged U/S 14(1) and 
| 17(4), are independent of NCTE Act, 1993. | 










e Training Classes 


For Prospectus & Application, please contact: 
ICFAI, 23, Nagarjuna Hills, Punjagutta, Hyderabad 500082. Tel: 040-23430431-36, Fax: 040-55639711. Email: info @icfai.org 


Visit us at : www.icfal.org for Prospectus and Online Registration 
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Telecom Industry 


Good Times Come Calling in 





The Indian telecom industry has emerged as the fastest growing telecom 
market in the world. With more affordable services, increased penetration, 
and a supportive government, the industry gets ready for another ride in 
2006. 





horns over gaining market share, it 

is the customer who wins. This is 
what is happening in the Indian telecom 
industry. While companies have been 
busy in cutting tariffs to increase their 
market share, it is advantage customers 
in the industry. The benefits for consum- 
ers have been numerous. The call 
charges have come down drastically over 


|: is logical that when companies lock 


the past year, both in the mobile and 
fixed-line segments. In the mobile seg- 
ment, the call charges are the lowest in 
the world and even the monthly charges 
(as low as Rs. 99) are starting to disap- 
pear as the cellular operators are intro- 
ducing ‘lifetime offers’ one after the other. 
In the fixed-line segment too, BSNL, the 
state-owned market leader, has slashed 
the monthly charges from Rs. 250 to. 


Rs. 180. It has even reduced long-dis- 
tance call charges significantly over the 
last year. 


The year that was 

Overall, the year 2005 has been a good 
one for the Indian telecom industry. Dur- 
ing the year, the teledensity reached 
11.4% compared to 8.2% in the previous 
year. Subscriber base touched 125 mil- 
lion, showing a growth rate of 34.4%. 
Number of mobile phone users grew to 
75 million, registering a growth of 58% 
over the previous year. The sale of hand- 
sets saw significant growth due to fall in 
prices. According to Gartner, India is ex- 
pected to cross one billion handset sales 
a year and overtake China by 2009. The 
most striking event for the industry was 
the raising of FDI cap in the telecom sec- 
tor from 49 to 7496 in October 2005. This 
move by the government will go a long 
way in achieving the goal of reaching 250 
million subscribers by 2007 and a 
teledensity of 22%. 

Another significant development in 
the year was Vodafone picking up a 10% 
stake in Bharti Tele-Ventures for $1.5 bn. 
This is the largest FDI investment in the 
industry’s history. On similar lines, Aircel 
was acquired by Maxis Communications, 
Malaysia’s largest telecom firm, for $1.2 
bn, the second largest FDI injection into 
Indian telecom. In a major consolidation 
move, Essar Group bought BPL Commu- 
nications in a deal worth Rs. 5,200 cr. The 
Tatas and Birlas jointly bought the 
32.91% of Idea Cellular from the foreign 
stakeholder, Cingular Wireless. During 
the year, Motorola, Ericsson, LG, 
Samsung, and Nokia, set up GSM hand- 
set manufacturing bases in India. French 
telecom equipment manufacturer, 
Alcatel, announced its plans to invest 
$500 mn over the next four years. 

Reliance introduced its much talked 
about ‘One nation, one tariff plan ahead 
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The Saga of Indian Mobile Industry 


Steep Fall in Tariffs and Sharp Rise in Subscribers 





of BSNL’s OneIndia. Companies, de- 
spite reducing margins, announced im- 
pressive results. For the quarter ending 
September 2005, Bharti posted a net 
profit growth of 48% and VSNL posted a 
19% growth in revenues for the same pe- 
riod. During the year, Bharti was the 
market leader in terms of subscribers in 
the mobile phone segment while BSNL 
led the pack in the fixed segment. 


Growth fastest, but realizations 
lowest 

The Indian telecom industry is a fasci- 
nating tale of contradictions. The price 
wars, which are the prime characteristic 
features of the present Indian market, 
had dual effects on the industry. On the 
cheerful side, they have helped the coun- 
try emerge as the fastest growing 
telecom market in the world. Subscriber 
numbers are galloping with around 2.5 
milion new users being added every 
month and at this rate, India is expected 
to overtake China as the largest telecom 
market by 2010. The teledensity has 
improved significantly to a decent double 
digit figure. But, at the same time, the 
ARPU (Average Revenue Per User) is 
plummeting and is now lowest in 
the Asia-Pacific region (around $8 or 
Rs. 390). And Gartner, a global research 
firm predicts that this trend is likely to 
continue for another five years at least, 
because in future companies will be tar- 
geting low-income groups for market 
penetration. According to Cellular Op- 
erators Association of India (COAT, the 
operating margin in India is around 30% 
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* Bharti Tele-Ventures: India's leading telecom player was successful in bringing the SEA-ME-WE- 


4 (South-East Asia, Middle-East, West Europe), a pathbreaking, under-sea cable system to India 
and thereby doubling its capacity to cater to the increasing demand. This cable system is also 
expected to boost broadband penetration. The company partnered with IBM to offer managed 
services, first of its kind in India. Bharti also joined hands with Nokia for its future expansion plans 
in a $125 mn deal. It emerged as the only mobile company to operate in all the 23 circles of the 
country. 


MTNL: The state-run MTNL, which provides services in Mumbai and Delhi, has plans to 
introduce phone, cable TV, and broadband through a single line. For this purpose, it has tied up 
with Mumbai-based Time Internet Broadband to provide content. It has plans to enter the 
overseas market also. Its cellular services in Mauritius have brought it considerable profits using 
long-distance operations. The telecom giant has acquired license for additional spectrum from 
DoT to expand its GSM operations. The BSNL and MTNL merger is expected to be completed 
by March 2006. 


VSNL: VSNL acquired Tyco Global Network and Teleglobe as part of its expansion plans. VSNL has 
entered into a pact with Microsoft to launch web-conferencing services. During the year, the 
company was awarded the prestigious deal to administer the network of global cable system 


consortium. 


compared to Asia’s average of around 
50-60%. This might go down even fur- 
ther, as there seems to be no let up in 
price wars. 

This leaves the telecom companies, 
particularly the mobile operators, in a 
tricky situation. They cannot remain prof- 
itable for long under the existing pricing 
structure unless they expand their cover- 
age and increase their subscriber base. At 
the same time, they cannot expand to 
other territories and tap new markets be- 
cause they do not have enough revenues to 
build the required infrastructure (the re- 
luctance of companies to invest in rural 
markets is clearly evident from the figure 


indian Telecom on a Ride 
Teledensity in % 
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where the gap between the rural and ur- 
ban teledensity has steadily increased). 
In such a situation, the only strategy left 
for cellular operators is to increase ARPU 
through non-voice services like SMS, mo- 
bile gaming, GPRS (Internet over the 
wireless network), etc. 

But, this poses another challenge; 
that of convincing customers to start us- 
ing these services. Most of the customers 
do not want to use these features be- 
cause they cost more. They prefer to avail 
the basic voice services without any bells 
and whistles. IDC, a global research out- 
fit, estimates that non-voice services 
contribute only 5% to the total revenues 
of the telecom sector. Although few seg- 
ments of the non-voice market like mo- 
bile gaming and ring-tones, are showing 
an upward swing, it might take a while 
before these value-added services will 
significantly contribute to the company’s 
revenues. Until then, companies cannot 
completely rely on non-voice services to 
improve ARPU. 

Yet, the telecom companies are bull- 
ish about the Indian market. They say 
that despite these challenges, they will 
be able to thrive, based on the growth 
potential of the market. They are adopt- 
ing unique marketing and promotional 
strategies. The year gone by has seen 


DICTIONARY ON TAX LAWS 
2006 


Dictionary K. R. SAMPATH 


on 
Tax Laws 


a A handy and comprehensive reference guide for 


Departmental Members, Finance and Legal 
professionals and corporate executives on the 
legislative meaning and judicial interpretation 
of words in the direct tax laws 
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Judicially Recognised General Principles on Interpretation of Tax Statutes—Part | 
Expressions defined in the Direct Tax Laws up to the Taxation Laws (Amendment) Ordinance, 2005 and 
judicial interpretation of such expressions—Part ll 


‘ Judicial pronouncements on expressions contained, though not specifically defined, in the tax statute— 
Part Ill 
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What is the change brought about in post-search assessments in respect of 
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What is the procedure for post-search assessment? 
What is the scope of penalty in respect of post-search assessments? 





How is cost of construction to be established? 
What are the responsibilities in respect of cash and jewellery found during search? 
Is the confessional statement made during search binding? 
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several reality TV shows like KBC, 
Indian Idol, Fame Gurukul, etc., rake in 
huge profits for cellular operators. An- 
other innovative strategy was the re- 
cent introduction of ‘lifetime offers’. 
Through this plan, the operators are 
able to tap those customers who are oth- 
erwise not available to them. This ‘one- 
time fee, lifetime-free’ approach has in- 
duced many low-income groups to go 
mobile. While they may initially use 
free incoming service, companies hope 
that they will gradually upgrade them- 
selves to the fee-based outgoing and 
value-added services. 


Into the crystal ball 

Following the brilliant past, will the fu- 
ture be equally bright for the Indian 
telecom industry? The answer will de- 
pend upon the companies' ability to sus- 


tain their profits. At a macro level, the 
potential of the Indian market is huge 
and is bound to increase. But, at a micro 
level, its future prospects will depend on 
individual company's strategies to fight 
competition and make penetration 
deep into the market. As competition 
and pricing pressures become intense in 
the Indian telecom market, companies 
have to face the twin challenges of main- 
taining the affordability of services on 
the one hand and generating enough rev- 
enues to fund future growth and expan- 
sion, on the other. Price wars will weed 
out weaker players from the market, re- 
sulting in consolidation. It will be inter- 
esting to see how many of the existing 
players will be able to keep their heads 
above water and for how long. 

Price trends apart, the year 2006 is 
likely to witness few policy changes 
that will help industry's growth. One of 
them is BSNL’s Onelndia plan for its 
fixed-line subscribers, in which call 
charges from anywhere to anywhere in 
India will be uniform irrespective of 
the distance between them. Similarly, 
3G technology, whose primary advan- 
tages are increased, down-loadable 
speeds and decongestion of the voice 
channels, is expected to enter India. 
The government has announced that 
the new technology, which has been on 
the wish list of many operators for long, 
will be introduced in the first quarter of 
2006. Further, 2006 will be marked as 
the year of entry of niche players like 
Internet Service Providers (ISPs), Very 
Small Aperture Terminal (VSAT), and 
Virtual Private Network (VPN) service 
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some consolidation in 
the telecom street. 

Few mobile operators 
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Cellular, and Hutch, 

are in line to go public 
during the year. 99 


providers who will increase broadband 
penetration. 

The year 2006 is also likely to wit- 
ness some consolidation in the telecom 
street. Few mobile operators like Reli- 
ance Infocomm, Idea Cellular, and 
Hutch, are in line to go public during the 
year. There will be more attention to- 
wards the large, untapped potential in 
the rural markets, and we may also see 
an increasing trend of wireless replac- 
ing the wire-line (in 2005, as many as 
36 lakh customers surrendered their 
fixed lines). 

In the backdrop of these forecasts, 
the outlook for the telecom industry is 
definitely bright. Notwithstanding a few 
challenges that are mentioned above, 
the Indian telecom industry is ready for 
riding high on the next growth wave. «^ 


D Satish 
and Smitha Deshpande 
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Pharmaceutical Industry 


A New Beginning 





The new product patent regime has enabled Indian pharma companies 
move up their value chain and focus on R&D to come out with new 


blockbuster drugs. 


he Indian pharmaceutical indus- 

try has come a long way from its 

modest beginnings in the 1970s 
to become a significant manufacturer of 
healthcare products, meeting almost 
95% of the country’s healthcare needs. 
The industry, with over 20,000 registered 
manufacturers in its ranks, has been 
growing at a fast pace and has made sig- 
nificant progress in the recent past. It is 


one of the largest—ranking 4" in volume- 
terms and 13" in value-terms—in the glo- 
bal pharmaceutical industry. It is one of 
the globally competitive industries in In- 
dia with a strong R&D base, with exports 
accounting for nearly 32% of the total rev- 
enues and 90% of the exports constituting 
generic drugs. 

Currently, the Indian pharmaceuti- 
cal industry is valued at approximately 


$8 bn and is the fifth largest manufac- 
turer of bulk drugs in the world. Accord- 
ing to an estimate, Indian drug makers 
will have 3396 share in the global gener- 
ics market by 2007 compared to the cur- 
rent 4%. The industry is also creating 
employment opportunities for many. In 
the year 2005, the domestic pharma in- 
dustry employed half a million people 
directly while it provided employment to 
another two and a half million people in- 
directly, taking the total employment 
generation of the industry to three mil- 
lion people. And 28 pharma companies 
figured in The Analyst 500 list, the top 
three on the basis of net sales being 
Ranbaxy Laboratories Ltd., Cipla Ltd., 
and Dr. Reddy's Laboratories. 

The year 2005 was a landmark in the 
history of Indian pharma with India be- 
coming TRIPS compliant. The Indian 
pharmaceutical industry underwent a 
sea change with the new product patent 
protection law coming into force from 
January 1, 2005. As per the law, a new 
product or drug discovered after January 
1995 can be patented, which gives the 
manufacturer the exclusive right to 
manufacture that product or drug. In 
other words, the inventor is granted mo- 
nopoly of the drug for a specific period of 
time and during that period no other 
company can manufacture that drug 
without paying a patent fee to the patent 
holding company. 


Post-patent scenario 

Though a lot of apprehensions were 
raised regarding the patent regime, it 
cannot be denied that TRIPS compliance 
forced companies to move up the value 
chain from producing reengineered or 
copycat drugs to innovated ones. The 
companies had to willy-nilly invest and 
improve upon their R&D activities to de- 
velop New Chemical Entities (NCEs). 
However, developing NCEs costs around 
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$800 mn to $1 bn. Some 50-70 new pat- 
ented drugs are already in the develop- 
ment stage and could be in the market by 
2010. 

Therefore, to adapt themselves ac- 
cordingly with the new patent regime, 
the domestic pharma players are ex- 
ploring different business models. Con- 
tract research (drug discovery and clini- 
cal trials), contract manufacturing, and 
co-marketing alliances are the emerg- 
ing models adopted by Indian compa- 
nies. The Boston Consulting Group has 
estimated that the contract manufac- 
turing market for global companies in 
India would touch $900 mn by 2010. As 
per industry estimates, Indian compa- 
nies bagged manufacturing contracts 
worth $75 mn in 2004. 

The Indian pharma industry has 
also demonstrated that it is capable of 
producing and manufacturing quality 
drugs. This is substantiated by the fact 
that after the US, India has the largest 
number of pharmaceutical plants— 
around 75—approved by the US FDA 
(Food and Drug Administration) depart- 
ment and the number is rapidly rising. 
The US-based FDA approved the first 
Indian anti-AIDS drugs manufactured 
by Ranbaxy Laboratories Ltd., and 
Aurobindo Pharma Limited, in the year 
2005. This approval comes as a major 
boost to the domestic pharma compa- 
nies, who have doubled their efforts since 
TRIPS compliance. An FDA approval 
means that the drugs can be marketed 
across the globe, except in the US. Ac- 
cording to the FDA, the tentative ap- 
proval means that although existing 
patents and/or exclusivity prevent the 
marketing of Aurobindo’s and Ranbaxy’s 
drugs in the United States, “These prod- 
ucts meet all of FDA’s quality, safety and 
efficacy standards required for market- 
ing in the United States.” In addition, if 
one were to look at the submissions to 
the FDA’s Drug Master File (DMF) for 
the quarter ending March 2005, 37% of 
the total 198 submissions was ac- 
counted for by the Indian pharma. This 
clearly indicates that the Indian phar- 
maceutical industry is beginning to have 
a global reach and its presence is being 
felt all over the globe. 
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R&D - The panacea 

Since the new law prevents them from 
reverse engineering molecules that are 
patented, companies are focusing or de- 
veloping new chemical entities as well 
as generics (drugs that are not pat- 
ented) to sustain their business. Ac- 
cording to a report by Ernst & Young, 
Indian Government's decision to allow 
100% Foreign Direct Investment into 
the drugs and pharmaceutical industry 
is also expected to boost investments in 
the R&D infrastructure by MNCs in 
India. Therefore, research and develop- 
ment activities have gained significant 
momentum and companies are willing 
to spend more and more to come out 
with new blockbuster drugs. Indian 
pharma companies are currently work- 
ing on the development of new mol- 
ecules, widening the product portfolio, 
and the creation of intellectual prop- 
erty. They are also strengthening prod- 
uct development capabilities in API, 
generics, and formulations. According 
to a study conducted on 25 domestic 
drug companies, the R&D expenditure 
of these companies went up sharply by 
42% to Rs. 1,814.65 cr during the 2004- 
05 fiscal from Rs. 1,278.08 cr in the pre- 
vious financial year. 

In addition to market leaders like 
Dr. Reddy's Laboratories and Ranbaxy, 
companies like Nicholas Piramal and 
Sun Pharma, have also established 
world-class R&D facilities. Dr. Reddy's 
Laboratories, Torrent Pharmaceuti- 
cals, Sun Pharmaceuticals and 
Ranbaxy Laboratories are spending 


more than 10% of their net sales on 
R&D. Ranbaxy is the largest spender on 
R&D in value terms in the Indian phar- 
maceutical industry. Its R&D spending 
increased by 44.7% to Rs. 399.65 cr in 
2004-05. Ranbaxy is known as one of 
the top 10 generic companies in the 
world. Wockhardt has set up the 
country's largest biotech park. This fa- 
cility has six manufacturing plants 
with capacities catering to 10-15% of 
the global demand. Wockhardt 
launched recombinant insulin namely 
Wosulin and Biovac-B (hepatitis-B vac- 
cine). The domestic companies have 
also entered into collaboration in R&D 
with some of the leading international 
players. 


Mergers and acquisitions and alliances 
with foreign players have also gathered 
momentum. Indian companies are set- 
ting up their operations in other coun- 
tries like the US, Europe, Russia, China, 
Brazil, Japan, etc., to achieve globaliza- 
tion and increased presence. Perhaps, a 
break-up of revenues of these companies 
from Indian and foreign markets would 
give a more clear picture of their interna- 
tional operations. 

Ranbaxy, India's largest player and 
the number one pharma player accord- 
ing to The Analyst 500 rankings has 
80% of its revenues coming from inter- 
national markets. Overseas business 
of Cipla Ltd. ranked second in The Ana- 
lyst 500 contributes a sharp 45% to the 
company’s total turnover. Dr. Reddy’s 
Laboratories ranked third in The Ana- 
lyst 500 has 66% of its sales done in 
foreign markets compared to just 34% 
in the domestic market. Aurobindo 
Pharma (ranked eighth) has a whop- 
ping 80% of its income coming from for- 
eign markets and Orchid Pharma has 
almost 89% international revenues for 
its Active Pharmaceutical Ingredients 
(APIs). 

M&As have become the name of the 
game in the global pharma industry. A 
similar trend was noticed in the Indian 
pharma industry as well. The domestic 
pharmaceutical companies spent more 
than $500 mn starting January 2004 to 
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date, on acquiring foreign companies. 
One of the major acquisitions last vear 
was that of Docpharma of Belgium by 
the Bangalore-based Matrix Laborato- 
ries. The deal was worth $263 mn, mak- 
ing it one of the biggest deals in recent 
times. In June 2005, the Gujarat-based 
Torrent acquired Heumann Pharma 
(earlier part of Pfizer), a generic drug 
company. Nicholas Piramal acquired a 
17% stake in Biosyntech, which is a Ca- 
nadian pharma packaging company. 
Recently, two other companies have an- 
nounced their acquisition plans. Sun 
Pharmaceutical Industries has an- 
nounced its plans for acquisitions in 
the US and has reserved $450 mn for 
the purpose. Another company, Strides 
Arcolab in Bangalore has announced 
that it intends to buy a 70% stake 
worth $10 mn (Rs. 44 er) in an Italian 
facility. These M&A deals are a proof of 
the fact that Indian pharma players 
want to make inroads into regulated 
markets by entering into alliances 
with foreign firms. The M&A deals 
would also make Indian companies 
more focused on product innovation to 
compete globally and te tackle the ge- 
neries competition. 


Challenges 
The Indian pharma industry, though 


moving towards a global presence, still 
has some challenges to overcome. The 
domestic pharma industry has in- 
creased its R&D expenditure by about 
500% in the last 4-5 years. However, the 
total national spending en R&D is still 
below $300 mn. This needs to be 
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changed, considering the important role 
that R&D plays in the new patent re- 
gime. Production of low quality and spu- 
rious drugs is another weakness that the 
industry must overcome in order to avoid 
tarnishing its image at home as well as 
abroad. 

A 100% deduction on profits for 10 
years is allowed for companies carrying 
on scientific R&D, if it is approved by 
the Ministry of Science & Technology 
before April 1, 2007. However, experts 
are of the belief that this time period is 
not sufficient as income in the pharma 
business become realizable only after 
10-12 years. The excise duty on phar- 
maceuticals also remains at 16%, in 
spite of drugs being an essential com- 
modity. The industry was expecting a 
reduction of excise duty to 8%, more so 
since the excise duty is MRP-based. 
Therefore, collective efforts from the 
industry as well as the government 
are necessary to eliminate these 
challenges. 








Future outlook 

The cost-competitiveness of the indus- 
try, access to a large pool of highly 
trained scientists and a strong market- 
ing and distribution network are the 
strengths of the Indian pharmaceutical 
industry. The competencies in chemis- 
try and process development, and 
India’s rich biodiversity provide great 
opportunities to the Indian pharma 
players to leverage upon. Academic-in- 
dustrial relationship should further be 
explored, a la US model, where univer- 
sities act as sites of innovation and the 
industry commercializes the product. 
The universities should also be share- 
holders in the profits earned. Biotech- 
nology is another area where India is 
rapidly developing and has a great op- 
portunity for future growth. Indian play- 
ers should also try to exploit their know- 
how in herbal medicines, since these 
medicines do not come under TRIPS re- 
gime. Exclusive R&D for herbal medi- 
cines should be carried out and the 
Indian players should patent as many 
medicines as they can. This would prove 
to be an excellent growth opportunity 
which would be unique to the Indian 
pharma industry. Therefore, conscious 
efforts from the industry are required to 
leverage upon the opportunities and to 
overcome the challenges so as to become 
a global player. «^ 


N Janardhan Rao 
and Feroz Zaheer 
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Automobile Sector 








With global auto majors heading to 
India and domestic auto majors on 
an overseas acquisition spree, the 
Indian Auto Industry is set to make 





n the era of globalization, geographi- 

cal borders are getting blurred at 

least for the Indian automobile in- 
dustry. Since the opening up of the 
economy in 1991, the industry has been 
growing by leaps and bounds. But the 
real momentum came in early 2000 
when the government eased the FDI 
norras, reduced tariffs on imports, re- 
fined bank policies, and created export 
promotion zones. Besides these, factors 
like good growth rate (with a GDP of 
6.9%), and improvement in living stan- 
dards of the middle-class that consti- 
tutes a huge chunk of Indian population, 
have helped the industry and also helped 
the country in joining the big league of 
Asian carmakers. According to “Indian 
Automobile Industry: An Analysis 
(2005-2010), a report prepared by Re- 
search and Markets, auto industry, with 
an output multiplier of 2.24 (for every 
Re. 1 invested, auto sector gives back 
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Speeding Ahead 


Rs. 2.24 to the economy) is amongst the 
main drivers of growth of Indian 
economy. According to SIAM (Society of 
Indian Automobile Manufacturers), 
auto industry for the FY05, has regis- 
tered a growth of 16% over the previous 
year. The industry rolled out 8.5 million 
automobiles that included 1.2 million 
passenger cars and MUVs (Multi-Util- 
ity Vehicles). The year also saw overseas 
acquisitions by Indian auto component 
manufacturers, spurt in exports, and the 
entry of several imported luxury brands 
into the country. 


Indian scenario 

Interestingly, when compared to other 
developed nations, the Indian auto sec- 
tor is unique in its characteristics. It 
has a sizeable market of two- and three- 
wheelers, besides a strong commercial 
vehicles and four-wheeler market. The 
two-wheeler segment leads the indus- 
try with a big share of around 80%, fol- 
lowed by passenger cars with a market 
share of 14%. Commercial vehicles and 
three-wheelers follow the passenger 
cars with a share of 4% and 3.9% respec- 
tively. The two-wheeler segment contin- 
ues to dominate the auto sector due to 
the growing number of middle-class con- 
sumers. The growth in the two-wheeler 
segment is mainly driven by the grow- 
ing younger generation. Price discounts, 
attractive and easy finance schemes, 
and the launch of new models at fre- 
quent intervals have all helped this seg- 
ment increase its share from 77% in 
FY04 to 79% in FY05. Hero Honda, the 
market leader in the two-wheeler seg- 
ment, retained its ‘World No. 1' tag for 
the fifth year in a row by selling a record 
number of more than 29 lakh units, reg- 
istering an average growth of 24.6% 
over the last five-year period. Consis- 
tent innovations in product develop- 
ment, distribution, after-sales service 


and customer relationship manage- 
ment helped the company maintain its 
leadership. The company has intro- 
duced three models this year—Super 
Splendor, Glamour, and Achiever—and 
for the first time plans to enter the 
scooter segment with ‘Pleasure’, which 
will be introduced into the market in 
early 2006. 

Bajaj Auto followed Hero Honda 
with a market share of 28% in the two- 
wheeler segment for the FY05, compared 
to 24% during the previous year. The 
other major automobile manufacturer, 
TVS motors, however, is loosing ground. 
The company, in spite of releasing sev- 
eral new models has seen a growth of a 
meager 2%. However, its Victor model is 
doing well and has crossed the one mil- 
lion mark in sales during the said fiscal. 
The scooter segment, after an insignifi- 
cant performance for three consecutive 
years from 2000 to 2003 is emerging as 
the second most attractive segment 
among two-wheelers with the launch of a 
number of sophisticated models. The 
sale of scooters saw a robust growth of 
13% for FY05, compared to 10.5% of the 
previous year. 

For the passenger car segment, it 
was a landmark year as the production 
(including MUYs) scaled the one million 
mark. It posted a growth of 17% during 
FY05. A major chunk of the growth came 
from the mid-sized and luxury segments, 
while sales in small segment declined 
due to consumers’ shift to the other seg- 
ments. The demand for the segment can 
be attributed to attractive finance 
schemes offered to the customers and 
rising disposable incomes. Maruti 
Udyog Ltd. continued to dominate the 
segment with a share of 50.9% followed 
by Hyundai Motor India Ltd. with 
around 20%, while, General Motors 
India, Skoda Auto India, and Toyota 
Kirloskar are making inroads. The new 
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launches—Maruti Swift and Toyota 
Innova—received good response from 
the customers. 

The commercial vehicles segment 
notched up robust growth due to the 
low-cost retail finance facilities and 
availability of freight, while the me- 
dium and Heavy Commercial Vehicles 
(HCVs) segment witnessed a 5.5% 
growth, the Low-weight Commercial 
Vehicles (LCVs) registered a 19% 
growth. Tata Motors garnered huge 
sales due to the impressive perfor- 
mance of ‘Ace’ in the mini truck seg- 
ment. Tata Volvo continued to domi- 
nate in the road transport segment. 


Globe trotting 

The fiscal year 2004-05 also witnessed 
a series of mergers and acquisitions of 
foreign companies by Indian compa- 
nies. The overseas acquisitions in- 
cluded deals such as Bharat Forge ac- 
quiring the Chinese FAW Corp. and 
Sweden’s Imatra Forging Group, Conti- 
nental Engines acquiring the European 
operations of the Netherland-based 
Vege Motors, and Sundram Fasteners 
acquiring a German company. Others 
like TAFE acquired Eicher's tractor 
business and moved upwards to the sec- 
ond position in tractor segment. Tatas 
kicked off a massive business deal in 
Pakistan in December 2005 by striking 
an alliance through its Korean arm, 
Tata Daewoo Commercial Vehicle 
Company, for assembling Novus trucks. 
Overall, the domestic auto component 
industry posted a 30% jump in its out- 
put at $8.7 bn from a level of $6.7 bn. 


Auto Sector-Market Shares 
2004-2005 


Three-wheelers, 3.9 





The exports for the year shot up record- 
ing a 40% growth at $1.4 bn up from $1 
bn in 2003-04. 


Come home to India 

The auto industry is going to witness a 
lot of action. In a bid to make India the 
automotive hub of the world, the Govern- 
ment of India is expected to grant special 
economic zone status and is re-looking at 
the tax structure for setting up testing 
centers and manufacturing plants. En- 
couraged by these initiatives global auto 
giants like General Motors, Ford, and 
Hyundai, are expanding their operations 
while others like BMW are planning to 
set up their base here. 

The German automobile major, 
BMW, recently signed a deal with the 
Tamilnadu government to establish its 
car assembly plant in Maraimalai- 








nagar, near Chennai, with an invest- 
ment of $38 mn in five years. Renowned 
auto maker Toyota too is planning to 
invest around Rs. 387 cr (Rs. 3.87 bn) in 
collaboration with its mini-vehicle 
making arm Daihatsu. Fiat India is 
planning to expand its production from 
its Kurla facility in Mumbai and is also 
contemplating launching the Grande 
Punto, a premium B-segment category 
car, in the country. 


Driving into future 

Overall, the outlook for Indian auto in- 
dustry appears to be bright. The clear- 
ance of much waited, Rs. 1,718 cr, Na- 
tional Automotive Testing, and Re- 
search and Development Infrastructure 
Project (Natrip) by the Central Govern- 
ment will help in improving the auto- 
mobile testing facilities. A 4,000 acre 
testing track, crash test laboratory, an 
environmental lab, and an electro-mag- 
netic compatibility lab, will improve 
global competitiveness of the automo- 
tive sector. 

Further, the government's approval 
of reduction in customs duty from 25 to 
20% will help the companies reduce 
their expenditure on raw materials. 
Above all, softer interest rates and the 
government's thrust on developing the 
domestic infrastructure could also 
act as a positive trigger for the auto 
segment. ^» 
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Steel Industry 


Steely Performance 





Robust demand, led by a rise in economic activities, helped the domestic 
steel industry churn out good performance in the last couple of years. 
However, global capacity additions, coupled with prospects of a slowdown 
in Chinese market could play spoil sports. 





ndian steel industry has been having 

good times in the recent past. Pro- 

pelled by the economic upswing, con- 
tinuous rise in the domestic demand 
from sectors such as automotives, capi- 
tal goods, infrastructure, and engineer- 
ing is a major reason for this good per- 
formance. On the global platform, India 
is the ninth largest producer of steel 
with an annual production capacity of 
34 million tons. Finished steel produc- 
tion has crossed 38 million tons in FY05 
and is expected to be 40 million tons in 
FY06. Exports accounted for 4.5 million 
tons and imports stood at 2 million tons 
in FY05. Pig iron and sponge iron pro- 
duction were 3.17 million tons and 13 
million tons respectively. The share of 





primary producers (i.e., SAIL, RINL, 
and Tata Steel) and secondary produc- 
ers in the total production of finished 
(Carbon) steel were 62.70% and 37.30% 
respectively during the period April-No- 
vember 2005. In FY05, India produced 
about 145 million tons of iron ore out of 
which about 72 million tons (roughly 
50%) was exported—mostly to Japan, 
South Korea, and China. Iron ore prices 
have risen sharply in the recent past 
(71.5% in FY06) due to higher demand 
from China. 

Given the rich mineral wealth, states 
like Orissa, Chhattisgarh, and 
Jharkhand, are leaping ahead in attract- 
ing huge investments of worth two lakh 
crores. The latest National Steel Policy 


2005 envisages that India could achieve 
110 million tons capacity by 2019-2020, 
making the country a cost-effective and 
high quality producer, besides the en- 
hancement in scale and upgradation of 
technology. Against this target, Indian 
companies have already announced 
their ambitious plans for taking produc- 
tion to over 100 MTPA levels by 2020. 
Global steel makers are rushing towards 
Asia to set up manufacturing bases to 
cater the growing demand. However, 
China is restricting foreign investment 
in steel to protect its domestic industry. 
In such situation, investments are flow- 
ing into India. A host of foreign steel 
makers like Mittal, Posco, and Vendata, 
are setting up integrated steel plants, 
taking into view of India’s huge iron ore 
reserves. Similarly, domestic companies 
like Tata, Essar, SAIL, RINL, JVSL, 
and Ispat, have announced the 
brownfield as well as the greenfield 
projects of 15 million tons over the next 
five years. 

Steel industry has continued to sizzle 
in FY05 with top five players leaping 
ahead with improved profits and produc- 
tion. Along with the 100% capacity utili- 
zations, debt restructuring efforts have 
improved bottom lines. But the reduc- 
tion of custom duty on non-alloyed steel 
to 5% and complete waiver of import 
duty on melting scrap have helped re- 
duce prices in the last nine months of 
FYOG. As a result, domestic industry is 
facing challenge with rise in steel im- 
ports from the CIS countries (countries 
in former Soviet Union). Margins may 
shrink if availability of steel increases 
further in FY06 as a result of cheap im- 
ports and falling exports. 


Top performers 

Steel industry is representing 34 firms 
in The Analyst 500 list. Among them top 
five performers are SAIL, Tata Steel, 
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Ispat, JSW, and Essar Steel. Almost ev- 
ery company has reeorded a positive 
growth in sales. Further, reflecting the 
trends in the sales, there is a huge jump 
in the reported net profits. For instance, 
SAIL has recorded a phenomenal 
171.37% increase in profits, followed by 
Tata Steel (98.95%) over the previous 
fiscal year. Return on Net Worth 
(RoNW) of the companies has touched 
an all-time high, largely due to the 
steep rise in the steel prices in the year 
2004-05. 

Being the largest steel player, 
SAIL tops the industry in The Analyst 
500 in terms of sales, profits, and mar- 
ket capitalization. To stay ahead of the 
competition, SAIL has announced ca- 
pacity expansions worth Rs. 35,000 er 
in the next seven years. In another de- 
velopment, Indian Iron & Steel Com- 
pany (IISCO) that has 1.4 billion tons of 
iron ore reserves, merged with SAIL. 
Further, it is looking out for acquiring 
coal mines abroad to ensure supply of 
quality coking coal as it has comfortable 
cash reserves. It would continue to be 
the market leader as it can augment the 
current capacity at half the cost in- 
curred by its competitors. 

Private sector domination continued 
in the FY05 too, occupying 70% of the pro- 
duction of finished steel. Through acqui- 
sitions and joint ventures, Tata Steel is 
shifting focus to have global presence 
across geographies, down-stream areas 
and across the value chain activities. It 
plans to make the primary metal in 
countries which are rich in raw materi- 
als, and undertake processing in growing 
markets. The recent acquisitions of 
Thailand-based Millennium Steel and 


Nat Steel of Singapore would enhance 
their market position in Southeast Asia. 
It has formed a JV with Australian ma- 
jor Blue Scope Steel to foray into zinc and 
aluminum metallic coated steel, painted 
steel, and roll-formed steel products. To 
further enhance its competitive advan- 
tage in raw materials, the company has 
also signed an agreement to buy a 5% 
interest in the Carborough Downs Coal 
Project located in Queensland, Austra- 
lia. Alongside acquiring the companies, 
it has chalked out investment plans to 
increase their existing capacity in 
Jamshedpur to 10 million tons by 2010 
and signed MOUs with different states 
to augment the capacity by 23 million 
tons. 


Mining blows 

As iron ore is a major input for steel 
making process, iron ore mining has be- 
come a vital issue in the steel industry. 
Due to the mounting pressures to protect 
iron ore reserves, mineral-rich states are 
now granting mining leases only to steel 
mills which will manufacture steel at 
the source of iron ore (value addition 
within the state). 

Last year, the industry saw a tussle 
over Posco issue as the Orissa state gov- 
ernment proposed to provide huge iron 
ore reserves and necessary infrastruc- 
ture, irking the domestic players. Do- 
mestic steel makers fear that Posco will 
eat away huge iron ore reserves. Posco’s 
commitment of adding 12 million tons 
capacity would give access to 600 million 
tons of iron ore. As half of the iron ore 
reserves in India is in litigation, it seems 
there is little room left for other players. 
Having their own mines would always 





give them competitive advantage. Cap- 
tive mining constitutes only 25% of the 
total iron ore mining by SAIL and Tata 
Steel. In order to make Indian players 
globally competitive, there must be allo- 
cation of iron ores to domestic players 
too. 


Worrying input costs 

Steel companies are feeling the pinch as 
input and freight costs are escalating. 
The relentless rise in the input costs of 
coke, melting scrap, and iron ore, have 
caused production cost hike in recent 
months. Due to the rise in the consump- 
tion of steel across industries and the 
booming Chinese economy, iron ore 
prices have increased significantly. Fur- 
ther, mining policies of respective coun- 
tries have led to a short supply of iron ore 
in the international market. According 
to an Assocham study, rising cost of raw 
materials have impacted the companies’ 
bottom line at 22.12%, while the cost of 
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raw materials has recorded an increase 
of 8.56% as against 1.64% rise in sales. 

With the escalating raw material 
prices, companies which do not have 
captive mines are urging the government 
to grant them iron ore. These companies 
are exploring possibilities of acquiring 
iron ore and coal mines in Australia, 
Brazil, and Russia, to become fully inte- 
grated players to hedge against the fluc- 
tuation in raw material prices. As the 
consumption of raw materials will ac- 
count for 45-70% of total manufacturing 
costs, it is wiser to acquire iron ore which 
can save up to 30-5046, depending on the 
terms and conditions of acquisitions. As 
China lacks sufficient iron ore reserves, 
India can take advantage of its huge iron 
ore reserves, in exchange of coke imports 
from China. 


The huge capacities announced across 
the countries is a cause of concern for 
many steel producing nations and com- 
panies. This might lead to a situation of 
global overcapacity that occurred a few 
years ago. Having relatively low-cost 
structure, the low-cost producers and na- 
tions will give a run for their money in the 
US and Europe. For instance, India's 
Tata Steel and Korea's Posco are the 
lowest cost producers. 

Due to its sheer size, China has been 
the main driver for the global steel 
industry's growth. Currently, China is 
consuming 25% of global steel produc- 
tion and this would shoot up to 3596 by 
tne year 2010. As China is on the way to 
become self-sufficient to meet demand 
and supply imbalance by 2007-08, the 
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capacities likely to come up in next 5-10 
years are under threat. Obviously, these 
overcapacities will flow into growing 
economies such as India. In such sce- 
nario, these imports would have a 
dreadful impact on existing capacity 
and prices in India. OECD's committee 
on steel says, "These planned expan- 
sions in capacity—many of them sup- 
ported by governments—will represent 
a structural problem for the global steel 
industry to the extent that their produc- 
tion exceeds the projected increase in 
demand for steel between now and 
2008." 

With the announcement of big ticket 
FDI in the steel sector such as Posco 
and Mittal, industry is raising concerns 
over the rise in competition for cornering 
market share. However, Bratin Biswas, 
an Investment Analyst, says, “I don't 
see any threat for Indian companies 
that have insulated themselves against 
raw material costs through backward 
integration because they will have ac- 
cess to raw materials at competitive 
prices.” In a recent statement, SAIL 
chairman favored mergers and acquisi- 
tions route to face the emerging compe- 
tition from global steel majors. Simi- 
larly, the availability of cheap finance 
through Foreign Currency Convertible 
Bonds (FCCB) would provide capital 
advantage to the Indian steelmakers 
over the foreign players. According to 
Biswas, “Whatever advantages that 
the industry enjoys because of a rich 
raw material base and low wage struc- 
ture are almost nullified by the disad- 
vantages in tax rates (compared to, say 
China), cost of infrastructure (Railway 
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freight charges three times costlier 
than China) and capital." 


Outlook 

Overall, the steel industry outlook is 
positive and will grow at 8% per annum 
due to the current economic upswing. 
"The global steel consumption is ex- 
pected to grow at the rate of 396 per an- 
num as against these India should at 
least grow in line with its targeted GDP 
of 7-8% per annum. Indeed this what 
has been accomplished during the last 
15 years. Therefore, with a capacity ad- 
dition of 7.396 CAGR, India should be 
thinking of importing steel (rather than 
estimating overcapacity) as few of the 
planned projects (especially greenfield) 
will find financial closure difficult", 
Biswas adds. 

In such a scenario, the challenges 
will be improving infrastructure facili- 
ties such as low-cost power, increased 
rail, road and port capacities on govern- 
ment front, and to retain competitive- 
ness and profitability. Though the cur- 
rent steel-making capacity is about 
one-tenth of the Chinese, having 24 bil- 
lion tons of iron ore reserves could pave 
way for India to emerge as a steel manu- 
facturing hub to meet the burgeoning 
demand at least in the Asia-Pacific re- 
gion. The realization of such opportuni- 
ties would depend upon the combined 
efforts of the steel players and policy 
makers.) 


N Janardhan Rao 
and Ravi Babu Adusumilli 


Reference # 01M-2006-02-08-01 






B INDUSTRY 


Banking Sector 


Global Competencies 





Indian banks are well on their way to meet the global benchmarks. 


he progress and growth of Indian 

banking is in line with the twin 

objectives of financial stability 
and growth. Banking in India has in- 
creased its size by capitalizing on all the 
business opportunities available. The 
capital adequacy ratio of Indian banks 
has increased and is now in a much bet- 
ter position in relation to other emerging 
market economies. The ratio is well in 
line with the proposed new Basel norms. 
Several banks raised capital and some 
more banks are on the way. 


Guidelines and governance 

Meeting capital adequacy norms in the 
recent times gained importance with the 
deadline for the implementation of 
Basel II Accord approaching closer. The 
average Capital Adequacy Ratio (CAR) 
of Indian banks stood at 12.8% at March 
31, 2005, much above the prescribed 


norms. In order to enhance capital ad- 
equacy ratio, seven banks, including 
ICICI Bank and Punjab National Bank, 
have raised capital in primary markets 
to the tune of Rs. 12,000 cr during the 
year 2005. It has been decided that 
banks which have maintained capital of 
at least 9% of the risk weighted assets 
for both credit risk and market risks of 
both ‘Held For Trade (HFT) and 'Avail- 
able For Sale' (AFS) categories as on 
March 31, 2006, would be permitted to 
treat the entire balance in the Invest- 
ment Fluctuation Reserve as tier-I capi- 
tal. This will help banks to enhance their 
CAR. Reserve Bank of India (RBI) has 
given guidelines to have a minimum net 
worth of Rs. 300 cr for private banks. 
New guidelines have been introduced 
in the Indian banking system to mea- 
sure up to the international banking 
practices. The Indian Bankers Associa- 


tion (IBA) has come up with ‘Fair Prac- 
tices Code’ to improve corporate gover- 
nance. Banks in India should now explic- 
itly state their governance philosophy in 
their Annual Reports as part of Notes on 
Accounts’ to their balance sheets. Risk- 
based supervision was introduced in 
some selected banks, which resulted in a 
marked improvement in the area of dis- 
closures. Guidelines have been issued to 
banks not to outsource core-banking 
functions. 

Emphasis has been placed on the 
role of bank boards. In a move to give 
freedom in the functioning of private 
banks, RBI has withdrawn its nominee 
directors from almost all the private-sec- 
tor banks. Amendments have also been 
proposed to remove the provisions of 
having nominated officers of RBI in pub- 
lic-sector banks in order to bring their 
functioning at par with private banks. 

Government's shareholding in several 
Public Sector Banks (PSBs) reached close 
to 51%. To continue government's stipu- 
lated minimum shareholding in the 
PSBs, the finance ministry asked RBI to 
come up with guidelines on ‘hybrid’ instru- 
ments, which can be treated as capital. 
IBA has suggested that the RBI could cre- 
ate "Tier-IIT capital, which is allowed glo- 
bally. Banks will be in a healthier posi- 
tion if they can raise capital through alter- 
native instruments in an economical way. 


Performance 

The year 2005 has been good for the 
Indian banking. There was robust growth 
in credit flow during the year. Credit- 
deposit ratio increased by more than 10% 
and substantial part of the banks' com- 
mercial credit went to large borrowers at 


-sub-PLR rates. Government wants to fur- 


ther push up the loan to GDP ratio from 
43 to 5096. The most significant jump in 
credit was to real estate sector. Credit to 
agriculture has been in line with the 
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government’s objective of doubling its 
credit in the coming five years. 

The banking industry has managed to 
improve its operating profit ratio by re- 
ducing its operating costs/staff expenses. 
The asset quality in Indian banking sec- 
tor has shown considerable improvement. 
The gross Non Performing Assets (NPAs) 
to advances ratio for the sector declined to 
5% in FY05 from 16% in FY97. 

The Indian banking has improved ef- 
ficiency in its operations. Cost to income 
ratio has come down. Interest income of 
the entire banking sector has increased. 
The return on assets of the foreign banks 
has been the highest, followed by the pri- 
vate sector banks. Revenue sources of 
banks have been diversified. They have 
entered into the business of selling third- 
party products to increase their income. 
Banks are trying to increase fee-based 
income as interest income continues to 
be under pressure and profits from trad- 
ing keep declining. 

Investments in Statutory Liquidity 
Ratio (SLR) securities of banks have de- 
clined; however, the ratio is in excess of 
the statutory limit. RBI reduced the re- 
verse repo rate during the year to direct 
bank funds to the needed areas. Most of 
the investments held by private and for- 
eign banks were in the maturity bucket 
of less than a year while the public sector 
banks’ investments were ranging from 
one-year to five-year maturity buckets. 

At the same time, technological de- 
velopment in the sector helped the banks 
in diversifying their business activities 
to offer different services to customers. 
Introduction of core banking solutions 
has enabled the banks to segregate the 
credit sourcing (front office) and ap- 
praisal (back office) functions. Many 
banks will aggressively position them- 
selves on an end-to-end solution. The to- 
tal Real Time Gross Settlement (RTGS) 
transactions increased from 1,91,792 in 
March 2005 to 3,84,176 in September 
2005. 

The banking industry saw some con- 
solidation during the year. There was the 
reverse merger of IDBI with IDBI Bank, 
and Centurion Bank of Punjab was cre- 
ated through the merger of Bank of 
Punjab with Centurion Bank. The merg- 


Banking Sector 





About the lop Banks 


e State Bank of India (SBI): SBI has a network of 60 overseas offices spread over 29 countries. 
The bank has expressed its intention to acquire a 76% stake worth $6 mn in closely held PT Bank 
IndoMonex, securing a foothold in Indonesia, and a similar stake in Kenya's Giro Commercial 
Bank Ltd. In February, it acquired a 51% of the Mauritius-based Indian Ocean International Bank 
Ltd. It also gained permission to set up branches in Saudi Arabia. It has also merged its Nigerian 
subsidiary— Indo Nigerian Bank—with a local bank, Nal Bank. The SBI is also slated to start retail 


business in Shanghai later this year. 


e ICICI Bank: In a span of just four years, ICICI Bank has emerged as a retail banking behemoth. 
The bank in order to increase its presence overseas has acquired a Russian bank, Investitsionno- 
Kredimy Bank. It also aims to take advantage of the increased presence of the Indian corporates 
in Russia and South Africa. The bank is also planning to make Bahrain its hub especially for 
trading in commodities. It has emerged as the largest seller of bad loans to the Asset Recon- 


struction Company of India. 


* Punjab National Bank (PNB): PNB will shortly be converting its representative office in London 
into a subsidiary unit. PNB is in the process of initiating internal discussions to plan and identify 
acquisition of banks overseas. PNB has targeted to disburse loans to the tune of Rs. 8,000 cr in 
retail segment by the end of this fiscal, as against the total retail loan disbursement of Rs. 6,500 


cr during the last fiscal. 


ers are expected to bring operational ad- 
vantages for the banks. 


Way forward 

The future of banking sector looks bright. 
A few more Indian banks are interested 
in starting overseas operations, either by 
starting their representative offices or by 
opening branches abroad. Till October 
2005, 14 Indian banks had overseas op- 
erations spread across 42 countries. 
Apart from global expansion, banks will 
also augment their domestic lending to 
agriculture as per the government direc- 
tives. Banks started designing new pro- 
grams such as ‘No frills’ accounts to 
reach a large number of customers in ru- 
ral areas where they can maintain zero 
balance. Several banks have already 
started this ‘no frills’ accounts. 

As more and more infrastructure 
projects are expected to come up, banks 
will find themselves increasingly invested 
in that sector. The share of equity as the 
funding route for companies is bound to 
grow as capital market looks growing and 
the number of new public offerings is ris- 
ing. Banking sector is expected to raise 
funds to the tune of Rs. 600 bn over the 
next five years to push up the loans to GDP 
ratio. Several banks including Central 
Bank, Union Bank, Bank of India and 
South Indian Bank plan to hit the primary 
market to comply with capital require- 
ment norms. Dena Bank that raised capi- 


tal last year is expected to hit capital mar- 
ket again this year. 

The finance ministry is likely to 
nudge the weakest among the public-sec- 
tor banks to merge with stronger banks. 
The government wishes to see a small 
number of large banks. There is a pro- 
posal to merge the weak regional rural 
banks with their sponsor banks. 

One-time settlement of chronic NPAs 
below Rs. 10 cr in the Small Medium En- 
terprise (SME) sector has been formu- 
lated. With the rating system introduced 
for SMEs, banks can pick SMEs that are 
performing well to dispense their credit 
and can recycle the money at a much 
faster rate. The NPAs in this sector are 
expected to come down. There are further 
chances of reducing NPAs as foreign in- 
vestors will be allowed to buy bad loans 
lying in the books of Indian banks. 

The increase in ratios such as Credit- 
Deposit Ratio and Capital Adequacy 
Ratio, and decrease in Gross NPAs to de- 
posits indicate that banks would im- 
prove their financial position in future. 
As economy is set to grow at a healthy 
rate, more and more infrastructure 
development is set to take place, and 
Indian banking sector is expected to play 
an important role in the same. «^ 


D Satish 
and Surendar Vaddepalli 
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Maruti Udyog Limited 


The '800' Challenge 


Maruti 800 model changed the car market in India forever. However, the 
company needs to replicate its ‘800° success once more to maintain its 
dominance amidst rising competition. 





er since rolling out its Maruti 
800, to fulfill middle-class cus- 
omers' desire to own a ear, 


Maruti Udyog Limited (MUL) has made 
rapid strides in the domestic car market. 
Its major strengths lie in its expertise in 
small car technology and extensive range 
of products. The other strengths are its 
countrywide dealership network and inte- 
grated manufacturing facility. It goes 
without saying that the company’s ability 
to price its products competitively has 
helped it immensely. 

Despite a sharp increase in input 
prices, and interest rates in 2004-05, 
Maruti was able to improve its profit mar- 
gins with highest annual! sales recorded at 
487 402 units for the same period. The net 
sales for the year increased by 20.1%. Fur- 
ther, even with the higher volume, the com- 
pany topped the annual JD Power's indus- 
try quality awards for 2005, sixth year in a 
row. Its models, Alto, Swift, and Esteem, 
received top rating on the parameters such 
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as quality, cost of ownership, and appear- 
ance. 

Maruti's various strategies have 
helped it retain a major chunk ofthe mar- 
ket share: It holds over 50% of market 
share. For the customers, at the entry 
level, the company has rolled out the ‘Alto’ 
model as an additional option. The com- 


Upwardly Mobile 
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pany has customized its schemes, target- 
ing specified customer segments like 
teachers (which added 6,900 teachers to 
its customer base) and two-wheeler own- 
ers, and consolidated its position in the 
premium compact segment. 

Maruti has emerged as a one-stop 
shop for its customers with its new service 
businesses—Maruti N2N (Lease and 
fleet management for corporates), Maruti 
True Value (sale and purchase of pre- 
owned cars), Maruti Insurance, and 
Maruti Finance. Some of the better per- 
forming dealers even invested in new fa- 
cilities and reached untapped markets. 
While the company’s sales network grew 
to 280 outlets, its service network reached 
1,000 outlets in 2005. 

As a part of its strategy, the company 
has struck a partnership deal with State 
Bank of India and its associate banks in 
order to reach out to rural markets and 
expand its customer base through orga- 
nized finance. This apart, Challenge 50— 
one of the company’s initiatives to im- 
prove operational efficiency—has helped 
it improve the quality, cost, and material 
management, and productivity. The flex- 
ible operations helped the company to 
scale up its production and deliver the 
right product mix which matches the de- 
mand in the market. 

With the entry of carmakers like Ford, 
Hyundai, and General Motors in the auto- 
mobile industry, the competition has in- 
creased further even in the small and me- 
dium segments. And, going ahead, 
Maruti is set to face further challenges as 
competition heats up. It would need to 
replicate its ‘800’ success to maintain its 
dominance. For now, all hopes are pinned 
on the ‘Play boy Swift. «^ 


Amit Singh Sisodiya 
and Sailaja Mannava 
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Bharti Tele-Ventures 


Tunes of Success 


The big story of India Inc. from the telecom sector in 2005 is from the stables of Bharti Tele-Ventures, which has been 


making rapid strides over the last five years. 





bharti 





harti Tele-Ventures, promoted 

by Sunil Bharti Mittal, has 

grown from a small entrepre- 
neurial manufacturer and importer of 
telephone equipments to India’s largest 
private-sector telecommunications ser- 
vice group with 17 million customers. 

In a short span of 10 years, Bharti 
Tele-Ventures has emerged as India’s 
eighth largest company in the private 
sector as on November 2005 by market 
capitalization of Rs. 67,375 cr. With 
$2 bn in annual revenues its stock has 
grown fivefold since its listing in early 
2002, and the company is presently val- 
ued a little over Rs. 65,000 cr. Bharti’s 
sa_es have grown from Rs. 5,036 cr 
(FY2003-04) to Rs. 8,115 cr (FY2004- 
05), a healthy growth of 62%. 

In October 2005, after having re- 
ceived the single largest foreign invest- 
ment ever made into the country 
Bharti has achieved the leading market 
position in the country's mobile telecom 
service. The company has roped in 
Europe's largest telecom operator the 
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UK-based Vodafone Group PLC as its 
additional strategic partner by selling 
10% stake of the company in a deal 
worth around $1.5 bn. The deal was a 
result of shift in government's policy 
which raised the FDI limit in telecom 
sector from 49 to 74%. Vodafone is the 
fifth telecom major to invest in Bharti 
after Vivendi, British Telecom, Telecom 
Italia, and SingTel. The deal is ex- 
pected to provide the company the nec- 
essary know-how to roll out third gen- 
eration services at an early date. The 
company with its growth story has 
proved that it is possible to make 
money, stay big, and still offer low rates, 
irrespective of what analysts have to 
say about the low ARPUS (Average Rev- 
enue Per User). The achievement of 
Bharti is vindicated with telecom Asia 
awarding Sunil Mittal with the best 
Asian telecom CEO and Asia's best 
GSM Carrier 2005 honors. 

The future for Bharti looks robust 
with big investments in network and 
services, expanding customer base 


Bharti Tele-Ventures - Lion's Share 


and scale of revenues. The telecom in- 
dustry, which has seen a CAGR in the 
subscriber base of about 90% over the 
past five years, has seen many players 
entering into its arena. Even in such a 
competitive market, the company has 
added three million customers in the 
first half of FY06 through aggressive 
pricing and promotional campaigns. 
It is estimated that on average, 2.5 
million subscribers are being added to 
the mobile phone subscriber base ev- 
ery month. The estimates of Cellular 
Operators Association of India 
(COAT show that by the end of FY08, 
80% of the 250 million phone connec- 
tions would constitute mobile phone 
connections, which is 70% com- 
pounded growth per annum from the 
present levels of 41 million. These es- 
timates underpin Bharti's future 
growth strategy, which is expected to 
lead the GSM mobile segment in 
telecom industry. 

However, Bharti will have to face 
some challenges too. Apart from the 
heat generated by increased competi- 
tion from the industry biggies like 
Hutch and Idea, it has to face a strong 
challenge from CDMA segment as 
well. The competition will eventually 
bring down the tariff rates further, 
and Bharti will be left with no other 
option but to increase its market 
share. However, that will be quite 
challenging. «^ 


Amit Singh Sisodiya 
and Sailaja Mannava 
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Indian Oil Corporation 


India Inc's. No. 1 


Crossing new milestones 

The company reached many new mile- 
stones in the FY 2004-05. It logged US 
$1 bn in earnings for the first time, as 
per its annual report for FY 2004-05. 
This was achieved through initiatives 
like overseas marketing forays, diversi- 
fication into natural gas marketing, 
and linear integration—both upwards 
into oil exploration, production, and 
downwards into petrochemicals. It 
reached another landmark as its coun- 
trywide network of petrol and diesel re- 
tail outlets now number over 10,000. 
The year also saw the oil giant commis- 
sioning the world's largest single-train 
Linear Alkyl Benzene (LAB) plant 
(120,000 tons) at Baroda, Gujarat with 
an investment of Rs. 1,200 cr; this has 
resulted in IOC securing about 3096 
share of LAB business. 


Giant leaps 

The company aims to leapfrog to the glo- 
bal big league in the forthcoming period. 
It aims to grow from a $34 bn turnover 
company that it is today to a US$ 60 bn 
global integrated energy company by 






Indian Oil Corporation tops The 
Analyst 500 ranking. 
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ization of its operations. Already, the 
company has taken some major initia- 
tives towards reaching that goal. It 
achieved a major breakthrough overseas 
when along with Oil India it bagged its 
maiden overseas project in the highly 
prospective Sirte Basin of Libya. Its 
other overseas ventures include the 
Farsi Exploration Block in Iran. 

The company has lined up invest- 
ments worth US$ 15.5 bn or Rs. 70,000 
cr; out of this Rs. 24,000 cr has been ear- 
marked for the 10'^ plan period i.e., 
2002-07. Out of this, it has planned in- 
vestments worth Rs. 10,000 cr in its pet- 
rochemical business while Rs. 6,149 cr is 
to be invested for capacity addition and 
yield improvement and Rs. 3,043 cr for 
refinery quality improvement as a part 
of its 10^ plan from 2002-07. The com- 
pany also aims to consolidate its core 
business and at the same time, make 
large investments in petrochemicals, ex- 
ploration and petrochemicals and gas 
marketing. «) 

Amit Singh Sisodiya 
and Anjuli Tandon 
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B BUSINESS ENVIRONMENT 


Indian R&D 






Great Leaps Ahead 


+ 


India is attracting huge investments in the R&D sector from transnational 
companies. Will it add momentum to the country’s manufacturing sector? 


n the back of services-led 

growth, India has been attract- 

ing huge investments in vari- 
ous sectors. The rise of the Asian century 
has also compelled foreign players to 
make inroads into India and its Asian 
counterpart China. The two countries 
are touted to be the engine of world eco- 
nomic growth in the coming decades. The 
economies of India and China have been 
growing twice as fast as the rest of the 
world over the past two decades. While 
investors favor India for offshoring IT, 
business processing and R&D activities, 
China is favored for manufacturing and 
assembly jobs. Information Technology 
(IT) and offshoring services have been 
significant contributors to India’s eco- 
nomic growth in the recent past. Accord- 
ing to McKinsey, share of IT Software & 
Services Industry in India’s GDP is ex- 





pected to reach 7% of GDP in 2008 from 
4.1% of GDP during 2004-05. Share of IT 
exports is expected to grow to an esti- 
mated 35% of India’s total exports in 
2008 from present level 25% of India’s 
total exports in 2004-05. 

India’s large pool of technical and re- 
search expertise—accompanied by the 
fact that they are more economical than 
their counterparts—has been favoring 
R&D investments in a major way. IT 
R&D services currently account for more 
than 15% of total IT exports. Peter 
Drucker, the world-renowned manage- 
ment guru noted that the fate of ad- 
vanced economies depends on making 
knowledge workers more productive. 
Perhaps, it can be said that the third- 
world countries like India and China 
have been successful in doing so. Thomas 
Davenport, who holds the President’s 


Chair in IT and Management at Babson 
College, says in his book Thinking for a 
Living, “Countries whose knowledge 
workers aren't highly productive will lose 
jobs to other parts of the world where 
knowledge workers are paid less and 
produce more for the money." And this 
prophecy seems to have come true and 
accordingly, a number of international 
IT bigwigs made a beeline to India re- 
cently and announced huge investments 
in R&D. Foreign IT giants like Intel, 
Cisco Systems, and Microsoft have an- 
nounced billion dollar investments in 
India and a large chunk of these invest- 
ments have been assigned to the R&D 
sector. The increasing importance given 
to the R&D activities by domestic com- 
panies across various sectors is also at- 
tracting foreign players to invest in 
India. For instance, according to a study 
of 25 domestic drug companies, the R&D 
expenditure of these companies went up 
sharply by 42% to Rs.1,814.65 cr during 
the 2004-05 fiscal from Rs.1,278.08 cr 
during 2003-04. The other reason aiding 
in foreign investment inflows is the fact 
that MNCs want to aid their operations 
already set in India. A local R&D center 
would help them in knowing more about 
the Indian market. It was in the early 
1990s that some MNCs had started set- 
ting up operations in India to cater to in- 
ternational markets. This trend has 
gained momentum in the last few years. 


Globalization at its best 

Globalization is perhaps not a new con- 
cept but the way technology has made 
this process easy is amazing. Globaliza- 
tion is fast spreading in every sector of 
the global industry. Companies are truly 
becoming global players by having their 
outlets not only in their home country but 
also across the globe. Consider this— 
Intel’s Centrino mobile technology, 
which is now generating $5 bn in rev- 
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enues annually, was developed in the 
5irm's research center in Israel. Though 
the firm has a research center in its home 
country US, soo, the development of this 
excellent breakthrough mobile technol- 
ogy (a processing platform for notebooks, 
PDAs and other portables) in another 
country represents globalization at its 
best and reveals the fact that for 
transnational companies, geographical 
boundaries become irrelevant. 

Now, transnational entities (like 
Intel) are looking for locations that can 
add to their synergies. In this regard, 
India has turned out to be one of the loca- 
tions that have caught the fancy of such 
companies in a big way. R&D being the 
front-runner in their activities, many 
leading players in various sectors have 
set up their R&D centers the world over. 
For instance, General! Electric (GE) has 
its research centers in different parts of 
the world viz. United States, India and 
the recently opened one in China and 
Germany. Jeff Immelt, Chairman and 
CEO, GE says, “We did it to access the 
best brains everywhere in the world.” GE 
has quadrupled the unit’s revenues to an 
estimated $2 bn now—courtesy, the ex- 
pertise from its four research centers. 
Mechanical engineers from India devise 
mathematical models to maximize the 
efficiency of materials in the turbine. 
Intel, the world’s largest chip-maker, has 
28% of its 7,000 R&D employees located 
in more than 20 countries outside the US 
and India has played a significant role in 
the firm’s global operations. 


India’s R&D excellence 

India is fast gaining recognition as an 
R&D hub, be it in the field of information 
technology, pharmaceuticals, telecom, 
automobiles, or consumer electronics. 
It’s raining investments for India from 
international players, in the R&D activi- 
ties. Bigwigs from world over are readily 
placing big bets on Indian R&D capabili- 
ties without a trace of hesitation or 
doubt. One hundred and seventy five of 
the Fortune 500 companies have R&D 
operations in India. The most recent in- 
stances can be seen im the field of IT. 
Consider this—Microsoft has an- 
nounced investments of $1.7 bn over the 
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next four years. Around half of this huge 
amount would go into the development of 
its existing R&D operations in India. 
And what Bill Gates commented when 
he was in India—and announced these 
investments—did not come as a sur- 
prise. He said, “The only thing that lim- 
its us in India is the speed at which we 
can recruit.” 

Intel also joined the bandwagon of 
international companies investing in 
India. It recently announced its plans to 
invest $1.1 bn in India over the next five 
years. Over the past decade, Intel has 
invested more than $700 mn in India, 
employing more than 2,800 employees. 
The firm is investing a whopping $800 
mn in the next five years in research and 
development including design of chips 
for mobile communications. It is also in- 
creasing its presence in sales, marketing 
and venture investing. It has provided 
venture funding worth more than $100 
mn to 40 Indian firms namely NIT Ltd. 
and telecom software firm Sasken Com- 
munication Technologies Ltd. Talks 
were rife that Intel was planning to build 
a $400 mn factory to assemble chips into 
packages. The company’s announcement 
that more complex products would be 
designed in India is a welcome move. 

Cisco Systems, world’s largest 
maker of networking gear has plans to 
invest $1.1 bn in India over the next 
three years. The company is investing 
$100 mn in start-up companies; later 
they may be acquired by Cisco and be- 
come a part of it. It is investing in compa- 
nies that would prove to be good financial 
investments as well as those that have 
technology for the global market. India is 
the largest development location of 
Cisco outside the US. 

Apart from the IT companies, the lat- 
est investment comes from the leading 
aircraft manufacturer, Boeing. The firm 
has entered into an aircraft deal with Air 
India. The deal worth $6.9 bn is the larg- 
est aircraft deal in the Indian aviation 
history. And the deal is not restricted 
only to commercial transactions be- 
tween the two companies. Apart from 
the deal, Boeing is also investing $175 
mn in India, of which $75 mn will be used 
for setting up a simulator facility and the 
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remaining $100 mn has been assigned 
to set up a maintenance and research fa- 
cility. And what is more pleasing is that 
this research facility will be open to all 
those who require this expertise in the 
Indian aviation industry. 


Reasons aplenty 

International companies are investing 
in India for some obvious reasons. India 
has 28% of the global available 
workforce compared with 11% of China. 
The country produces 2.5 million gradu- 
ates per year—2,50,000 of whom are en- 
gineers. George Colony, CEO, Forrester 
Research says, “There’s simply not 
enough qualified talent at home for glo- 
bal companies to keep pace.” Interna- 
tional giants like Microsoft, Boeing and 
Pfizer are collaboratively working with 
engineers and scientists in India, China 
and Russia. The immensely skilled tech 
labor force and low wages are a big draw 
to the international players. The cost of 
workforce here is about one-fifth of the 
cost in the US. According to John Cham- 
bers, President and CEO, Cisco Sys- 
tems, the company is investing in India 
in anticipation of growth in the Indian 
market. It considers India as the next big 
transition market next to China. In fact, 
Chambers said that India could poten- 
tially be larger than the Chinese market 
in the next 3-4 years. 

The software services industry of 
India is worth $17.2 bn of which the 
outsourcing operations play an impor- 
tant role. According to a latest study by 
NASSCOM and McKinsey, exports from 
India’s IT industry and Business Pro- 
cess Offshoring will reach $60 bn per 
year by 2010. 

However, it is not only IT services 
that are being outsourced to India. Some 
of the recent studies indicate that rev- 
enues for India, just from R&D 
outsourcing, could reach $10 bn by the 
year 2010. Other services gaining mo- 
mentum are law, finance and knowledge- 
based services. For instance, JP Morgan 
Chase, a big investment bank is dou- 
bling its workforce to 9,000 in India. And 
anyone assuming that the firm might be 
doing plain back office jobs in the country 
is gravely mistaken. Sophisticated 
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A host of international IT bigwigs (like Cisco, intel, and Microsoft) recently 
made a beeline to India and announced huge investment plans in R&D. 
Your comments on this. 

All major global companies are actively exploring investments in India, China, 
and other developing economies. The reasons are twofold. First, global com- 
petition demands that companies seek out the iowest cost production oppor- 
tunities, which can be found in India with its large labor force. Second, a 
disproportionate amount of the world's econamic growth is likely to come 
from India and Asia in the coming decades. All dioba! companies need to have 
apresence in these regions to maintain growth rates. Growth in the US, Europe, 
and Japan will range from zero to low. 

India does have a unique population of highly talented, educated, and 
skilled IT professionals. Accordingly, the first Indian companies to serve global 
markets once the economy opened were tech companies. Also, the most 
successful Indian foreign nationals are IT professionals in the US. For these 
reasons, India's Government is familiar and comfortable with tech companies, 
anc is therefore, willing to allow companies like: Cisco, Intel, and Microsoft to 
make large investments within India's borders. 


What according to you are the drivers of this trend? How did the Indian IT 
brilliance and BPO activities play a role in attracting the foreign IT majors? 
Again, all major global corporations are looking to cutsource or expand into 
developing economies. Nobody wants to end up like GM, trapped with high 
legacy labor costs in a mature economy. Because competition demands the 
search for low-cost production (whether manufacturing or services), large 


will not be able to do so in an isolated manner. 


— Donald Straszheim 

Founder and Principal, Straszheim Global Advisors 
Vice Chairman, Milken Institute 

Former Chief Economist, Merrill Lynch 


corporations have often looked to India. 

several factors lead to this trend of IT investment particularly in India. Wher 
India first opened its economy in the 1990s, tech companies were some of the 
first to actively explore investments in India. Also, as the economy opened up 
and began to compete, the dominant model was the IT and services economy 
in the US. Accordingly, IT was the sector that was supported and encouraged 
by the government. 

The fact that India is widely English-speaking made it a very strong 
candidate for Business Process Outsourcing and call centers. Strong Indian 
technical aptitude and capabilities have also played a role in attracting IT 
investment to India. Many engineering, maths, and science personnel are 
often willing to relocate to the US. On the other hand, with a population of 
highly successful IT professionals in Silicon Valley, they are likely to encour- 
age investment in their homeland, and have even returned to India to oversee 
such investment. 


In spite of India lagging behind in infrastructure when compared to the 
State-of-the-art facilities and excellent infrastructure in the US, why are the 
US companies interested in outsourcing R&D activities to India (apart 
from the low-cost factor)? 

The infrastructure of the R&D facilities in India vis-à-vis those in the US is not a 
major issue. New R&D facilities can readily be built in India that will compare 
with the US facilities (if the investment is permitted by the Indian Govemment). 
The bigger infrastructure issue is the roads, seaports, and airports. Also impor- 
tant in India is other infrastructure such as healthcare facilities, schools, etc. 





transactions like complex structured-fi- 
nance and derivative deals are the tasks 
that the new recruits are supposed to 
handle. 


Manufacturing 
The manufacturing story in India seems 
to be gradually unfolding. A number of 
branded players have set up manufac- 
turing operations. Electronics Manufac- 
turing Services (EMS) companies are 
also setting up base. Indian telecom sec- 
tor is attracting these international com- 
panies. Of the top 10 manufacturing ser- 
vices companies, six have already hit 
India. Brands such as Nokia, Samsung, 
Motorola and LG have already started 
manufacturing in the country. Samsung 
has a 10% share in the Indian mobile 
phone market. It is not only cell phone 
manufacturing but also a whole range of 
portfolio, from the smallest part to a 
complete television set. Now with in- 
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creasing investments in R&D activities, 
manufacturing also seems to be gaining 
momentum. 

A number of telecommunications and 
networking equipment vendors have al- 
ready announced their plans to set up 
manufacturing units in India. Apart from 
the governments initiatives like develop- 
ment of SEZs working in favor ofthe coun- 
try, factors like availability of expertise in 
design is making India a strong contender 
for manufacturing resources. While India 
itself is a significant market for these 
manufacturers, most of these contract 
manufacturers are setting up India as 
their base for exports. 

However, India lacks a chip-making 
facility due to inefficient infrastructure 
like lack of continuous power supply and 
deficient ports and roads. Advanced Mi- 
cro Devices, Intel's smaller rival has en- 
tered in a deal worth $3 bn with a consor- 
tium SemIndia, which seeks to build the 


first major chip manufacturing plant in 
India. As chip-making is getting more 
and more aggressive the global micro- 
chip equipment sales is estimated to 
rise 9.1% in 2006. Therefore, India too 
needs to gear up on this front and provide 
efficient infrastructure to develop chip- 
manufacturing plants. 


Hard facts 

India's excellence in ‘soft’ (services) part 
of the things is well-known. The country 
is fast emerging as design center for mi- 
croprocessor—the silicon chip that ex- 
ecutes the commands of the computer 
user. The Indian industry has two types 
of players in this area—one, product 
companies that design chips for them- 
selves and two, service companies such 
as Wipro, MindTree, Sasken and HCL 
Technologies that design chips for oth- 
ers. Chip design mania is catching up in 
India with over 10,000 engineers design- 
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These types of infrastructure cannot readily be built by a single company, but 
they are very important for doing business in India. 

Companies, nonetheless, remain interested in outsourcing R&D to India. 
In addition to the low-cost factor, there are two other reasons. First, India's 
Government is relatively-friendly with the US compared to China and other 
options. So, it is safer to assume that sensitive R&D will not be sabotaged or 
stolen in India. Second, India has some of the strongest IP protection measures 
in comparison with other low-cost developing nations. 


What do you think will be the short- and long-term impact of this trend on 
the Indian business and economy? Will Indian companies gain from this 
or will they eventually lose out their market share and human talent to the 
foreign companies? 

The trend is only good. India can vastly raise its standard of living by allowing 
more foreign direct investment, globalization, and privatization of its industries. 
The fact that they are tech companies is less significant than the fact that they 
are global companies (of any type) that are expanding, creating jobs, and doing 
business in India. 

Indian companies will only benefit. Of course, with increased competition, 
there will be winners and losers. But, with competition, the winners will be 
bigger and better than they would be without the competition. 

Markets and global competition are too dynamic forthe US companies alone 
to rule the roost. The important thing is to have economic activity in India that 
creates job and educational opportunities, a growing consumer class, and rising 
standard of living. With market-based economic growth, there are always plenty 
of opportunities for many different domestic and foreign companies to succeed. 


Do you think India's R&D efficiency will gradually make India more adept 
in manufacturing capabilities, ultimately resulting in more investments 
pouring into the manufacturing sector? 

Manufacturing in India is likely to increase, but not because R&D efficiency 
increases. The main factor holding back investment in the manufacturing 
sector is the govemment restrictions on FDI, other protectionist policies, and 
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poor infrastructure. As the government becomes more comfortable with the 
market-economy and removes restrictions, then the manufacturing sector will 
grow accordingly. Privatization of state-owned companies would facilitate 
growth and investment in manufacturing. 

Another restriction on growth of the manufacturing sector is general infra- 
structure, i.e., roads, ships, etc. The government needs to make sensible 
investments to improve India’s infrastructure. 


Electronic manufacturing services and chip designing are also picking up 
in India and attracting investments. Your views on this. 

There are no limits to India moving up the value chain. The important thing, 
though, is that they will not be able to do so in an isolated manner. Indian 
companies will need to integrate with global companies and global markets so 
that these value-added process can be performed seamlessly with other divi- 
sions of global businesses. 


What are the challenges to be overcome and how do you foresee the 
future of Indian R&D? 

Growth of a consumer market in India will also help the economy to move up 
the value chain into R&D. Domestic consumers would provide a market for a 
domestic output of higher value services in India. 

McKinsey has reported that there is a shortage of skilled labor in India, and 

that labor costs are rising rapidly. This must be remedied with solutions to 
India's education system, before significant growth in high-end R&D would 
become possible. 
We see the questions posed here as part of a much larger matter—the transfor- 
mation of India into a true market economy with the benefits accruing to all the 
people. India, in some ways similar to China (and in many ways different), is 
emerging as a global engine of growth and as an agent of change. 

India has now caught the economic growth bug—and they caught it 
from China inthe last few years. India's political leadership seems to be leaming 
the same lesson that China's leadership has leamt. Rich and growing is more 
rewarding and fun than poor and stagnant. 





ing chips for specific applications at com- 
panies like Intel, Texas Instruments, 
Cisco, ST Microelectronics, Analog De- 
vices, Infineon. Although it is a positive 
factor that Indians can design the chip, 
they still lack a chip-manufacturing out- 
let in the country. On the contrary, China 
excels in the ‘hard’ part of things and is 
one of the fastest growing markets for 
chip manufacturing. While India does 
not own a single fabrication facility—not 
even a six-inch facility that is obsolete by 
industry standards, China has an eight- 
inch facility, which is state-of-the-art fa- 
cility by industry standards. Foreign 
companies would most likely to be at- 
tracted by this factor and would prefer 
investing in China rather than in India. 


Future outioo! 
Although the future of Indian R&D 
seems to be very bright, going by the 


number of investments by global play- 


ers in a short interval of time, the 
hurdles and challenges that the do- 
mestic industry faces cannot and 
should not be ignored. The unavail- 
ability of a single chip manufacturing 
facility conveys the sorry state of af- 
fairs in the country as far as hardware 
manufacturing is concerned. To de- 
velop in this area huge capital invest- 
ments are required. The government 
should also collaboratively work with 
the corporations in order to make this 
dream a reality. While the talent pool 
in the country is abundant, the fact 
that technical expertise needs con- 
stant upgradation cannot be over- 
looked. The country needs more insti- 
tutes like IITs to make the talent well 
versed with cutting-edge technology. 
The country's education system 
should always aim at improving the 
current curriculum in order to get pre- 
pared of the coming times, which 


would require knowledge of the most 
contemporary technology. 

While foreign companies like 
Microsoft and Intel have Windows and 
Centrino respectively to boast about, the 
same cannot be said about the Indian 
companies. They still do not have the 
credit of being innovators; they are just 
referred to as followers. A collective ef- 
fort from universities, research agencies 
and the software industry is perhaps 
what the industry badly needs. Now that 
multinational companies are investing 
in India in the R&D activities, India 
should rise up to the occasion and aim at 
developing breakthrough technologies 
and enhance its manufacturing prowess, 
which has been untapped till date. 


N Janardhan Kao 
and Feroz Zaheer 
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Corporate Governance 


The New Paradigm 








challenges as well as opportunities for Indian corporates. 





An active, well-informed, and indepen- 
dent board is necessary to ensure the high- 
est standards of corporaie governance. 

- Infosys Technologies 
Annual Report 2004-2005 


ether it is mounting NPAs 

or scams that happened in 

the past decade the outcomes 

of the laxity in self-regulations in the 
Indian corporates are pretty much obvi- 
ous. However, India has taken the brave 
step towards implementing new corpo- 
rate governance standards to curb such 
incidents. Though there have been no 
multi-billion dollar frauds in India like 
in the US, market regulators are hurry- 
ing to infuse the global best practices of 
corporate governance standards into the 
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system before such frauds happen. On 
the other hand, corporate governance 
procedures and compliances in India 
have become vital as the domestic com- 
panies and Indian MNCs are growing 
rapidly. 

The market regulator, Sebi has 
made amendments in the Clause 49 in 
which one section deals with corporate 
governance standards and they came 
into force from January 1, 2006. Not 
complying with these requirements may 
lead to huge penalties. This initiative 
has been inspired by the Sarbanes-Oxley 
Act passed in the US in response to gov- 
ernance scandals such as one involving 
Enron or other companies. 

Many of the Indian corporates 
started implementing these standards 
even before the Clause 49 came into ex- 


istence. Godrej and Infosys were the pio- 
neers in implementing them. For in- 
stance, Godrej has more number of inde- 
pendent directors than required by the 
Clause 49. Infosys pays the independent 
director a hefty fee of $45,000 per year, 
expecting valuable contributions to the 
company. Nimesh Kampani, Chairman 
and Managing Director, JM Morgan 
Stanley says, *Most of the large 
corporates have implemented. It's only 
some of the medium to small enterprises 
that still need to re-haul their systems to 
cater to the requirements." Indian com- 
panies are expressing concerns over the 
high costs borne by the US companies for 
implementing more extensive provisions 
of Sarbanes-Oxley Act; some of the US 
companies are going private to avoid the 
high compliance costs. Sebi Chairman, 
M Damodaran says: *Clause 49 is the 
beginning of corporate governance. It is 
the basic minimum you need for corpo- 
rate governance. Clause 49 is a neces- 
sary condition but not a sufficient condi- 
tion for corporate governance." He 
warned many times that there won't be 
any extension of dates and exceptions 
from compliance for any company. 

In recent years, Indian corporates are 
doing well in the current economic swing 
backed by the strong economic fundamen- 
tals. With the growing economy of 7-8% 
for past three years, interest in 
Indian stock markets is growing among 
the global investors. Further, FII and FDI 
capital flows are touching record levels. 
The global investors, who are keen on the 
Indian markets, are insisting that corpo- 
rate governance reforms should be on par 
with international standards. These in- 
vestors can influence corporates to im- 
prove their performance and disclosures 
in many ways as they do in their home 
countries. Kampani says: “The new stan- 
dards demonstrate India's commitment 
towards enhancing the corporate gover- 
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nance standards. This definitely gives a 
considerable amount of comfort to the for- 
eign investors in their reckoning of India 
as an investment destination.” 


Governance challenge 

Issues like high concentration of owner- 
ship, shortage of qualified directors, lack 
of progressive boards, and adequate in- 
formation, often hinders the evolution of 
corporate boards in the Asian markets. 

In India, many of the listed companies 
are either family businesses or state con- 
trolled, in which their dominant 
shareholding makes it difficult to take on 
corporate governance issues further. Even 
though the shareholding of the family in 
their businesses is minimal, it is not easy 
to detach their influence on the business. 
The conflict and consequent split of 
Ambani empire, despite the lower 
shareholding, shows the influence of fam- 
ily over the family-owned businesses. 

Many companies are still run by 
founders who are reluctant to give author- 
ity to independent boards. As the next 
generation of family-owned businesses is 
taking over, it might not be as difficult as 
many assumed to implement western 
practices. It may even be easier to intro- 
duce professionalism in the board. Ac- 
cording to Kampani, “Implementation of 
the standards in the form is one thing and 
in spirit is another. In my view, the big- 
gest challenge is the attitude of the pro- 
moters that needs a change. I do believe 
that considerable change has come in over 
a period of time. However, the promoters 
have to realize the importance of corpo- 
rate governance and how it will help them 
increase the overall value.” 

To comply with new standards, 
Indian corporates need more and more 
independent directors on the boards. For 
private companies, it is relatively easier 
than PSUs to appoint the independent 
directors as PSUs need approval from 
various ministries. However, many 
chairpersons are hesitant to introduce 
independent directors in the boards for 
fear that it might lead to the leakage of 
strategic information and disturb in the 
day-to-day management activities. 

Another worry of corporates is the 
shortage of independent directors. In or- 
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Ihe Major New Provisions Included in the Clause 49 





Half of the board members must be independent if the chairman is an executive, and one-third 
should be independent if the chairman of the company is not an executive of that company. 

The board shall lay down a code of conduct for all board members and senior management of the 
company. 

At least one independent director on the Board of Directors of the holding company shall be a 
director on the Board of Directors of a material non-listed Indian subsidiary company; 

The audit committee shall have minimum three directors as members; two-thirds of the members 
of audit committee shall be independent directors; 

Audit committee should ensure that financial statements are correct, sufficient, and credible and would 
review the financial statements with the management before their submission to the board for approval; 
If, while preparing financial statements, the company follows a treatment that is different from that 
prescribed in the accounting standards, it must disclose in the financial statements and provide an 
explanation for doing so in the corporate governance report. 

The company will have to lay down procedures for informing the board members about the risk 
management and minimization procedures; 

When money is raised through an issue, it shall disclose to the Audit Committee quarterly, the uses/ 
applications of funds by major category (capital expenditure, sales and marketing, working capital, etc.) 
Further, on an annual basis, the company shall prepare a statement of funds utilized for purposes other 
than those stated in the offer document/prospectus/notice and place it before the audit committee: 

The company shall publish its criteria of making payments to non-executive directors in its annual report. 


Source: SEBI 


der to facilitate the recruitment process, 
the government is providing the neces- 
sary database of the people who are eli- 
gible to become independent directors. 
Before recruiting directors, a careful as- 
sessment is needed to evaluate the 
skills and amount of time he/she can de- 
vote to the company. Kampani opines, 
“In my view, the challenge of the small 
pool may be short-lived. India’s profes- 
sional workforce is growing and it is just 
a matter of time when the gap is bridged. 
In any case, a recent compilation of po- 
tential independent directors has been 
overwhelming, which demonstrates the 
resource pool that India has.” As the evo- 
lution of corporate governance structures 
takes place, one can see the birth of 
nomination committees to select inde- 
pendent directors and directors from for- 
eign countries as well. 

With the change in rules of the game, 
the company’s stock performance de- 
pends on empowering the board. It is not 
simply hiring the independent directors, 
instead they should be part of the value 
creation process of the company. It 
should be recognized that mere indepen- 
dence status is not enough: What is 
needed is that the board members 


should be able to provide sound business 
advice and direction to the organization. 
As Jamshed Irani, an executive of Tata 
Group, says, “The problem isn’t the num- 
ber of independents, but the quality of 
their contribution.” 

The new amendment makes CEOs 
and CFOs accountable for putting in 
place risk management and internal 
control systems. The certification by 
CEO and CFO on the effectiveness of the 
internal controls will usher in a new era ` 
in financial reporting. However, it is ex- 
pected that the cost of compliance may 
rise due to the documentation and record 
keeping. While the corporates have wel- 
comed the move from a long-term per- 
spective, some feel that holding CEOs 
and CFOs responsible for every single 
mistake is premature in the Indian con- 
text. According to Kampani, “Enhancing 
the composition of independent directors 
on the company boards and certification 
required by CEO and CFO shall cer- 
tainly give about a boost in transparency 
levels. In India, the disclosure norms 
have been evolving well and investors 
need more information. Hence, market 
forces as well as the new standards will 
help enhance transparency levels.” 
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As far as improvement of board per- 
formance is concerned, there are three 
types of boards such as ceremonial, liber- 
ated, and progressive boards, as de- 
picted by Ram Charan in his book 
Boards that Deliver. Ceremonial boards, 
which are of a one-man-show nature, are 
dominated by the CEO. These boards 
mostly focus on compliance issues rather 
than strategic issues. In liberated boards, 
directors are given opportunities to speak 
freely. Finally, due to the divergent views 
of directors, there is no consensus that 
evolves from meetings. Contrastingly, in 
the progressive boards, directors gel as a 
group. There is mutual respect and trust 
amongst directors and management. Ev- 
eryone participates in discussions and 
consensus is very frequently achieved on 
key issues. Information given by the man- 
agement is focused, timely, regular, and 
digestible. The progressive boards go be- 
yond the routine monitoring of perfor- 
mance and risk. They spend relatively 
less time on routine financial figures that 
describe yesterday's performance; they 
cut into the core issues of financial health 
and the factors that drive tomorrow's per- 
formance. Board and CEO jointly set a 
12-month agenda. Board focuses on is- 
sues that are value-added and anticipa- 
tory, as well as those that are compliance- 
related. The progressive boards focus on 
the right CEO and succession, CEO com- 
pensation, the right strategy, the leader- 
ship gene pool, and the monitoring of 
health, performance, and risk. Kampani 
believes that emerging markets like 
India need more and more progressive 
boards to enhance corporate performance. 

The challenge here will be to run the 
board meetings so as to create the ambi- 
ence for fruitful discussions ending with 





— Nimesh Kampani 
CMD 
JM Morgan Stanley 
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the valuable insights of business. To en- 
able such kind of meetings, adequate infor- 
mation in the structured format must be 
provided to the directors. The meetings 
should focus on long-term strategy, CEO 
succession, and leadership issues, rather 
than discussing short-term issues. To 
avoid encroachment of authority, there 
must be clear delegation of power and re- 
sponsibilities between directors and man- 
agement. Such inefficiencies would create 
difficulties in retaining directors. The frus- 
trated directors would leave the company 
for the poor focus or performance. 


To move ahead 

The ultimate goal of any corporate orga- 
nization is creating the shareholder 
value. Improving the corporate gover- 
nance standards always reflects in the 
value of the stock. A McKinsey study on 
global investor opinion shows that inves- 
tors would pay a premium of 20 to 40% 
for companies in the emerging markets, 
having strong boards of directors. Em- 
pirical results show that there are many 
instances of the enhancement of market 
value with improvements in corporate 
governance practices. The same applies 


to debt investments too, as credit rating 
would be upgraded in case of companies 
following good corporate governance 
practices. Kampani asserts, "Corporate 
Governance, I would believe, has a direct 
correlation, with the company's value 
and hence, the stock performance. The 
new standards are a step in the direction 
of strengthening the practices we follow 
and will certainly help in the accretion in 
value in the long-term." 

Having different ownership struc- 
tures, business practices, and regulatory 
capabilities, it is not an easy task to 
implement the world's best corporate 
governance practices in India. Large 
companies which are listed in the US 
markets may find it easy to implement 
these standards. But, in the case of mid- 
cap companies, it might be difficult to 
implement them as fresh investments 
are needed to meet the compliance re- 
quirement. Sarbanes-Oxley Act pro- 
vides hefty fines on making personal 
gains by issuing false financial state- 
ments. In India also, experts are de- 
manding such stringent measures to 
prevent the violation of the norms. 
Though companies are taking steps to 
improve corporate governance practices, 
the evolution of the corporate boards 
that add value to the company, would 
take some more time. However, this is a 
great opportunity for Indian corporates 
to improve their governance practices to 
attract more cross-border capital. The 
real challenge will be to convince the 
companies of the value of good gover- 
nance in creating shareholder value. €? 


N Janardhan Rao 
and Ravi Babu Adusumilli 
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EH CORPORATE STRATEGY 


Chinese Checkers 





Dell's highly successful direct sales 
model has not been able to make 
inroads into the Chinese market so 
far. Is it time to look for an 
alternative approach? 








The reality is, Dell needs to estabiish 
moreota presence on the street. 

- Roger L Kay, President, 

Endpoint Technologies 

Associates Inc. 


elling PCs over the Net and the 

telephone has been Dell’s trump 

card ever since Michael Dell 
adopted the direct sales model in 1984. 
This model helped Dell become the No. 1 
PC seller in the world. However, this 
strategy has not paid off in China, the 
biggest market for Dell in Asia after 
Japan, so far. In spite of operating in the 
market for the last eight years, the com- 
pany has struggled to garner a substan- 
tial market share. Currently, Dell is at 
the fourth position in China, behind the 
likes of HP whom it leads in other mar- 
kets especially in the US. Added to this, 
the government-backed PC makers like 
Lenove are giving Dell a run for its money 
by selling aggressively in small towns 
and cities in China. 
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Back home, the Round Rock Texas- 
based company has not had a great Q3. It 
fell short of its targeted revenue of $14.1 
bn-14.5 bn and reported total revenues of 
$13.9 bn. While the revenues are still 
high, this has not sent the right signals to 
investors. In fact, in the last one year, its 
stock price nosedived by 22%. 

Dell has focused en large business 
and government customers in major cit- 
ies of China, but ignored the emerging 
demand in smaller cities, where Dell 
doesn't sell as effectively as its rivals. 
According to technology market re- 
searcher IDC, Dell's market share in 
Asia—excluding Japan—dropped by a 
full point to 7.8% in 2005. Dell's phone 
and Internet selling has relatively de- 
creased because only a few customers 
use credit cards to transact and those 
who do aren't accustomed to buying over 
the phone or the Internet. Further, HP is 
investing in R&D while Lenovo plans to 
re-enter the retail notebook market with 
ThinkPad of IBM, whose PC division it 
acquired last year, giving Dell more 
things to worry about. 


Problems in China 
On August 20, 1998 Dell announced the 
beginning of its direct sales and technical 
support operations in China. This move 
was a result of growing demand for Dell's 
products in China and need for greater 
level of service and support for local and 
global customers. It launched toll-free, 
technical support telephone service to 
provide immediate assistance to custom- 
ers. However, it encountered problems 
straightaway with its direct sales strat- 
egy. To avoid confusion of using the term 
'direct sales', it had to advertise through 
brochures depicting its sales process. It 
also adopted a new Chinese phrase Zhi 
Xian ding gov meaning 'direct orders'. 

In April 2005, in a press release, 
Gartner said that Dell was the fourth 


largest PC vendor in China during 2004 
falling from the No.2 position in 2003. 
During 2004, Dell had a 7.396 share in 
the Chinese market, behind HP's 20.896, 
Lenovo's 10.9%, and IBM's 7.4%. A ma- 
jor reason attributed to this situation 
was that Dell had concentrated mainly 
on large businesses leaving behind the 
Small and Medium Businesses (SMBs), 
resulting in a lower market share in the 
Asia-Pacific region. 

However, the bigger worry lies some- 
where else. Experts opine that though re- 
tail market in China is growing very fast, 
the buyers prefer shopping at retail 
stores, rather than online. Internet is not 
a popular means of shopping in China 
since the number of people connected to 
the Net is far lower as compared to the 
US or Europe. Keeping this in mind, 
Dell's competitors Lenovo and HP used 
the direct sales strategy as well as the 
retail model. In contrast, Dell has fo- 
cused only on its direct sales strategy. 

Unlike in the US, Dell has mostly 
targeted corporate customers in Asia 
which contributed 24% of Dell's revenues 
in 2004. This is seen as one of the factors 
for Dell’s poor ranking; other companies 
have targeted both corporate and indi- 
vidual clients, and hence, have done bet- 
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ter. Within Asia, Japan (40% of regional 
revenue) and China (25% of regional rev- 
enue)-are the biggest markets for Dell; 
hence, it cannot afford to ignore either of 
the two. However, same skeptics are of 
the view that Dell will find it difficult to 
beeome No. 1 in Asia. This, they say, is 
because Lenovo, which has emerged 
strongly post its acquisition of IBM’s PC 
and notebooks business, has upped the 
ante. It is already the market leader in 
China and is targeting India, anether 
promising market, as well. 

Further, the Chinese government’s 
restrictive measures such as tax-free im- 
ports of material and increased entry 
barriers for foreign firms have allewed 
the domestic firms like Lenovo establish 
a lead. Many domestic companies have 
expanded their operations by partnering 
with, or transferring technology from, for- 
eign companies. Major computer compa- 
nies such as Great Wall, Legend, and 
Founder grew this way. The domestic 
firms have the benefit of better knowl- 
edge of the local market, but Dell decided 
tc go alone instead of entering throuzh a 
joint venture, a strategy which its arch 
rival HP used successfully. To avoid fall- 
ing behind analysts say, it needs to re- 
vamp the strategy to expand in the low- 
end and rural markets. 


Del's domestic market 

The disappointing perfermance in China 
has chased it in its own backyard too. In 
the second quarter of 2005, Dell esti- 
mated an increase of 16 to 1896 in sales, 
but ended up with only a 15% increase. 
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After the announcement of 2005 Q2 re- 
sults, the stock prices went down by 11%. 
The disappointing results of Q3 did not 
help either. The poor performance was 
blamed on its sluggish operations in the 
UK and a slow quarter in the US con- 
sumer market. However, stock analysts 
are ofthe view that when a company like 
Dell misses its targets, in spite of going 
all out to achieve it, it's a sign of troubled 
times ahead. 

In the US, Dell topped in PC ship- 
ments with an increase of 32% in its 
market share, leaving its competitors 
HP, Gateway, Apple, and Lenovo behind. 
But, theres a new problem for it in the 
form of decreasing customer satisfaction 
as reported by a University of Michigan 
survey. The company's decisions of clos- 
ing its Customer Support Forums imple- 
mented from July 8, 2005 and stopping 
its free home-delivery service from Octo- 
ber 10, 2005 don't seem to have gone 
down well with the customers. In No- 
vember, last year, Dell had to spend 
$300 mn in order to fix faulty capacitors 
on the mother boards of the Optiplex 
GX270 and GX280 PCs that the com- 
pany had launched recently. 


Fixing the bugs 

The global PC market has become price 
competitive over the last few years 
mainly due to the fact that computer 
companies have been concentrating on 
the low-end PCs. Though this has meant 
an increase in volumes, this has also 
hurt the bottom line of these companies, 
and Dell is no different. If this trend goes 


Dell's Fall 
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Competition Heats up for Dell 
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on, says a report by Gartner, annual PC 
shipment growth will average 896 be- 
tween 2006 and 2009, but revenues will 
remain flat, which may leave many ven- 
dors to struggle for survival. This means 
that the companies have to target other 
product segments too. Analysts are of 
the view that Dell should target higher- 
end markets. It has already started in 
this direction with the introduction of its 
XPS range of PCs in the market. But 
here, it will have to face a stern challenge 
from the market leader, Apple. But there 
seems no other way out for Dell. Com- 
petitors have been stepping up the gas 
and have already shown improved per- 
formances. HP's shipments grew at al- 
most the same rate as that of Dell in Q3 
2005. Further, Lenovo, Dell’s chief com- 
petitor in China has shown spectacular 
growth as its PC shipments went up 
from 1,162,000 in Q3 2004 to 4,027,000 
(a 250% growth) within a span of just one 
year. The underlying message may not 
be difficult to find: Dell needs to look at 
developing better ways of reaching the 
Chinese consumers as compared to the 
current direct sales method. Lenovo has 
been actively selling through retail shops 
in the small cities of the mainland. The 
billion dollar question is: Will Dell learn 
its lessons? ʻa 
Amit Singh Sisodiya, 
Akhil Tandulwadikar and 
Kavita Putta 
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Stock Markets do Revert 
to the Mean 


Indian stock markets are on cloud nine: Sensex has reached the high- 
est recorded level of 12039. There is an argument doing the rounds in the 
market: the current level of Sensex is essentially fueled by liquidity in the 
market and hence, once it dries, it will collapse. 


But with the kind of interest rates being offered by banks whose re- 
turns sound near negative in real terms, there is no wonder if domestic 
savings move in lock, stock and barrel towards stock market. Not only 
that, even the already deployed savings may move towards stock market. 
Secondly, the kind of glut noticed today in world savings is likely to keep 
FII inflows into our markets alive. Therefore, there is no reason why the 
current trend should reverse except for technical corrections, if any. 


“Yes”, there is a danger of its reversal if the performance of India Inc. 
deteriorates. But the current happenings suggest otherwise. Even the 
small and mid-cap companies—that too in diverse sectors—are doing well. 
It is heartening to see many new entrepreneurs who have had no experi- 
ence of yesteryear's controlled regime showing gumption to take on the 
world. An overall growth rate of 696 witnessed during the last 15 years 
puts India in the virtuous cycle of growth — that too fueled by domestic 
consumption. 


Stock market history has of course something different to say: nothing 
goes up in a straight line. Today's price earnings ratio stands at 17 com- 
pared with a long-term average of 13. We do know markets never trade in 
line with their long-term averages. And the culprit is human psychology: 
it keeps the market in a state of disequilibrium. Violent corrections are, 
therefore, an integral part of major bull runs and a shakeout is always in 
the waiting. But, amid this noise one thing is standing out as a solid rock: 
the current rally is driven by fundamental change in the India Inc.’s per- 
formance. 


The current market though not overvalued, certainly valued plus—of 
course more looking at the bright prospects for future growth. If that 
didn’t happen, it might well get punished—punished severely! That aside, 
external causes such as rising global commodity prices, interest rate 
changes, major global events, etc., may adversely impact Indian stock 
markets. 


The common adage—"what goes up will eventually come down"— com- 
pels investors to remember that reversion to the mean is so common to 
stock markets that it is often overlooked. Investors are prone to extrapo- 
late: they assume that if a company has recently been performing well, it 
will continue to do so. But the truth is the corporate sector as a whole 
cannot increase its profits faster than gross domestic product for ever. 
Hence, shares will not be continuously re-rated. Therefore, investors are to 
stay invested on a long-term perspective in sync with one's own profile, or 
end up wondering with some dread: ^what market, analysts, is this?" 


GRK Murty 





“Economic policy cycles did not have much to do with political cycles and current 
monetary policy dealt much more with fmancial markets and much less with the 
political economy than it had 15 years ago." 

Y Venugopal Reddy 
Governor, Reserve Bank of India on monetary policy 2006-2007 


“India is not setting targets to overtake the growth rates of countries like China 
but is instead exploring the scope for accelerating its own economy." 

Montek Singh Ahluwalia 

Deputy Chairman, Planning Commission 


“We have always indicated that we shall dilute our stake in Idea at the right 
time and right price.” 

Rattan Tata 

Chairman Tata sons on Tata’s-Birla’s battle over Idea cellular 


“Foreign currency reserves buildup (in emerging markets) is very inefficient, 
and this will impede the process of correcting global imbalances.” 

Rodrigo Rato 

Managing Director, International Monetary Fund 


“Our eternal desire is to become more and more respectable.” 
NR Narayana Murthy 
Infosys Chairman and chief mentor on Infosys’s 25th year of operations 


“Through mentoring by Indian companies from the million-dollar club, we are 
targeting to create 100 new billion-dollar companies over three years,” 

R Seshasayee 

CH President 


“Bharti Enterprises is looking at growing to be a $10 bn group within 5 to 6 
years, with its flagship telecom business contributing under 75% of that turnover.” 
Sunil Mittal 

Chairman, Bharti Tele-ventures on diversifying into retail, 

agri and insurance sectors 


“Apparently it’s beeause of global trends worldwide, big-time mvestors have 
put in huge amounts into gold to hedge their investments in other assets like 
stocks and real estate as the prices of these assets have gone very high.” 

Subir Gokarn 
Executive Director and Chief Economist CRISIL on driving up gold prices 


“We have no alternative to hiring best talent with operations in India and 
globally being critical as IT services are people dependent.... We have to go seek 
people with merit.” 

udin Filis 
Chairman, Wipro on Reservations in Private Sector 
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B PERSPECTIVE 


‘Reservations’ 


Where are We Heading? 


The current move for increasing reservations from 22.5% to 49.5% in IITs, 
IIMs, etc., if viewed in the backdrop of "globalization", is sure to undermine 


national interests. 


verything in this world has an ex- 
iry date: Aspirin of Bayer, VS 
aipaul of literature, Ramanna 


of BARC, Dilip Kumar of Bollywood, 
even Lata Mangeshkar of the music 
world, but not the "reservations" of In- 
dia. The recent announcement of Minis- 
try of HRD proposing to create reserva- 
tions for Other Backward Classes 
(OBCs) to the extent of 27% over and 
above the existing 22.5% for Schedule 
Castes and Schedule Tribes (SCSTs), in 
central educational institutions includ- 
ing the Indian Institutes of Technology 
(IITs), Indian Institutes of Management 
(IIMs), Central Universities, etc., and 
the consequent reactions of the society 
would corroborate the statement. It is 
averred that the present proposal is an 
outcome of the 93" Constitutional 
Amendment Act, which enables the 
state to offer special provisions for the 
advancement of backward classes in 
“educational institutions including pri- 
vate educational institutions, whether 
aided or unaided by the State, other than 
minority educational institutions”. But 
the 93" Constitutional Amendment Act 
has only an enabling clause to offer such 
reservations; it is not mandatory. The 
impact of the proposal could be gauged 
from the fact that every year nearly four 
lakh students appear for entrance test to 
secure admission in the 4,500 odd seats 
on offer in the seven IITs, which would 
now stand reduced by a whopping 1200 
seats under the “merit” category. 

It is further feared that the govern- 
ment may extend “quotas” to private edu- 
cational institutes, foreign universities op- 
erating from India and even private busi- 
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nesses for employment. This has obviously 
raked up a fresh debate nationwide. Re- 
acting to the proposals, Mr. Ratan Tata, 
Chairman of Tata Sons, as quoted in The 
Hindu, said: “Though I do not want to com- 
ment on it, it (reservation) is bad... In 
some way it will tend to divide the country 
into different groups". That aside, the cur- 
rent move, unlike that of yesteryear's 
propositions, merits critical examination 
from the perspective of the ongoing “global- 
ization" process, is an altogether different 
ball game of economic pursuits that the 
country is engaged in. 


Globalization: What it calls for? 
As Edward S Herman observed, global- 
ization, as an ideology, connotes freedom 
and internationalism. It helps realize 
the benefits of free trade, and thus com- 
parative advantage and division of labor. 
It is suppose to enhance efficiency and 
productivity. It is, therefore, both an op- 
portunity and a risk; it is an opportunity 
when one can master the craft of doing 
business at increased levels of “effi- 
ciency". On the other hand, if the economy 
is plagued with inefficiencies, there is no 
greater risk than globalization. It has 
ushered in the era of changing para- 
digms: a move away from financial capi- 
tal to intellectual capital; horizontal/ver- 
tical to virtual; and time-tested proce- 
dures to innovation. Globalization, ac- 
cording to McGee and Howards, has, 
thus become a major environmental 
change that demands states and firms 
to modify their tactical decisions to ac- 
commodate it. 

In a globalized economy, businesses, 
while competing for a share in the highly 


competitive markets, essentially look for 
qualified knowledge workers for improv- 
ing their product differentiation. This au- 
tomatically calls for excellence in the edu- 
cational system. The function of educa- 
tion system then becomes more of gener- 
ating “employable” graduates, which 
means admission of students on “merit” 
rather than on any other “consideration”. 
Klein Lawrence, while analyzing the eco- 
nomic growth in China and India, identi- 
fied the “intervention of bureaucracy” as 
the obstacle for India’s continuing eco- 
nomic expansion. He opined that in the 
highly competitive global economy, slow 
reaction movement will hold back many 
potential players, and India should recon- 
sider the place of “class-society” in the fu- 
ture development. 

According to the Nasscom McKinsey 
Study 2005, India confronts a potential 
shortage of skilled workers in IT and BPO 
industries in the next decade. According 
to it, currently only about 25% of technical 
graduates and 10-15% of general college 
graduates are suitable for employment in 
the offshore IT and BPO industries re- 
spectively. That being the quality of stu- 
dents our educational system is produc- 
ing today; what will be the plight after the 
proposed relaxations is anybody’s guess. 
The intensity of the problem can well be 
gauged from what Nasscom has recom- 
mended: to set up focused education 
zones to improve the quality of higher 
education, and to deregulate higher edu- 
cation in stages over the next 5-7 years 
and shift to a largely demand-based 
funding system for colleges and universi- 
ties. It also recommends that the trade 
body, Nasscom, may pilot industry- 
owned programs and government-facili- 
tated integrated skill development pro- 
grams, and scale-up to cover over 2000 
colleges by 2010. That being the reality, 
it is needless to say that the present 
move to increase the reservations to 49% 
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Perspective 


is sure to jeopardize national interests 
in the long-term perspective. 


"Reservations": The side effects 
There is a gnawing fear that “reverse dis- 
crimination” resulting from reservation 
policies, which is all along simmering un- 
der the lid, is likely to become more open 
and vocal, in a knowledge economy. This 
would only get further aggravated by the 
present move to increase the "quotas". 
Secondly, the deprivation of securing en- 
try into an institute of excellence owing 
to the increased *quctas" despite the 
applicant's credentials, that too, for an 
individual who is not responsible for 
what the lower castes have been sub- 
jected to in the past, is being perceived as 
“unfair” by the deprived lot and is sure to 
generate intense resentment. And th:s is 
sure to impact economic pursuits of the 
society adversely. 

IT is India's unique competency in the 
global market. If we have to retain :his 
lead and leverage on it for the future 
growth, the industry can hardly afforc for 
anything other than excellence in skills- 
profile of its workforce. Reservation poli- 
cies, which enable a less skilled person 
walkover an otherwise competent person 
to grab a job, is bound to shrink the com- 
petency levels across the organizations 
making businesses less competitive. This 
phenomenon, whether we like it or not 
and desirable or undesirable, is quite eer- 
tain to challenge the current reservation 
policies as we march further into "global- 
ization". Indeed, this fact well reflects in 
what Mr. Azim Premji, Chairman, Wipro, 
said at his company's annual meeting: 
^We appreciate the compulsions of :he 
government. But we are the organization 
which needs to select people on merit. We 
compete with global companies and are 
primarily in the services business, which 
is highly people-dependent." 

Under the threat of being punished 
for inefficiencies in a globalized economy, 
the businesses will go all out to attract 
talent from any corner of the globe, and 
may even recruit non-Indians for lever- 
aging on diversity while functioning at 
multi-locations. Such overseas recruit- 
ments are sure to go up as a sequel to the 
current move on reservations. This 
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emerging reality has another dimension: 
placing together highly endowed and 
poorly-skilled employees in a team that 
is assigned the task of, say, development 
of a software package simply derails it, 
for the highly talented individuals resent 
the presence of poorly skilled, consider- 
ing them as a drag on the team perfor- 
mance, Such poor “hygiene” at work 
places pulls down the overall efficiency of 
the businesses. Fearing this, businesses 
are resenting reservations as is reflected 
in the comments of Mr. Ratan Tata, 
Chairman, Tata Sons, and Mr. Rahul 
Bajaj, Chairman, Bajaj Auto Ltd. 


State should walk beyond 
“reservations” 
There is a flip side to globalization: It wid- 
ens the gap between the highly endowed 
sections and those who are socially disad- 
vantaged. Over it, if businesses, who have 
of late became the prime employers, stay 
focused on “talent/merit”, the plight of 
weaker sections is bound to worsen fur- 
ther. This may generate social unrest and 
may even threaten the very social fabric. 
And this cannot be arrested through mere 
reservations, for it caters to a minuscule of 
population. So, the state should activate 
“use of its power and responsibility to- 
wards the ends of protecting citizens 
against economic adversities and ensuring 
a certain standard of prosperity to all”. It 
should work towards eliminating “dis- 
crimination” and “reverse discrimination” 
from the society. Such unison of energies is 
only possible when the government pro- 
vides means to acquire the essentials of 
life to the “less-endowed”, which alone en- 
courages them to “re-brand” with newer 
skills for seeking employment. The state 
should create “trampolines” that offer the 
cushion for all those who get laid off by the 
businesses or not getting employment in 
want of new skills. As a part of the pro- 
posed “trampoline architecture’, it must 
also create “community vocational train- 
ing centers” that can retrain those who lost 
their jobs and make them re-employable. 
Psychologists have something differ- 
ent to say: cognitive skill development is 
influenced to a great extent by the quality 
of care that a child receives during its 
early phase of growth. Therefore, well-de- 


signed intervention in terms of balanced 
nutrition, facilitating mental hygiene, 
etc., launched in the early phase of child 
growth matters more than “quotas”, 
later. The government should simulta- 
neously strengthen elementary education 
on priority. Today it is said that govern- 
ment spends around Rs. 3,000 per child 
per year, by way of running a poor quality 
primary school system. Instead, why not 
it encourage private initiatives to estab- 
lish quality schools and run them on a 
template that ensures infusion of ana- 
lytical skills. The government can even 
experiment issuing a voucher of Rs. 3,000 
in favor of parents so as to encourage 
them to choose a school of their choice, and 
thus make them accountable for their 
children’s quality education. It is time we 
implemented the 1986 National Educa- 
tional Policy without further loss of time. 

Our schools and colleges must be 
made to allocate time and grades to stu- 
dents in order to encourage them under- 
take social work to better the lives of the 
less-endowed, so that such interactions 
would build a right mindset at the right 
age among the youth for cultivating the 
concept of “social inclusiveness”, besides 
eliminating acrimony between the 
“haves” and the “have-nots”. Similarly, 
companies must volunteer to let their 
employees go out and work for the wel- 
fare of “less-endowed” for a specified pe- 
riod and the same must be taken cogni- 
zance of, in appraising their perfor- 
mance. It is time companies walked be- 
yond resenting reservations and exhibit 
a sense of social responsibility by under- 
taking various skill developmental ac- 
tivities for people in areas around their 
workplaces and make them employable. 

In today’s globalized economy what 
is needed is not reservations but well de- 
signed programs meant for making the 
“have-nots” employable so that they can 
lead life independent of government. In 
this cause, it makes greater sense for the 
government to liberally draft the ser- 
vices of corporations and wealthy indi- 
viduals, so that capital would not remain 
a constraint. /^ 


- GRK Murty 
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India 


The Next Knowledge Superpower? 





Consistent and collaborative efforts from the government, industry and 
academia are necessary to transform India into a knowledge superpower. 





India was a latecomer to the industrial 
revolution. It cannot afford to miss the 
knowledge revolution! 

- 2005 World Bank report titled 
‘India and the Knowledge 
Economy- Leveraging Strengths 
and Opportunities’. 


ittle knowledge is indeed a dan- 

erous thing. More so, in today’s 
Information Age, where knowl- 

edge plays an integral part in the de- 
velopment of an economy. Today, no 
economy can remain competitive with- 
out applying knowledge and, currently, 
the most technologically advanced 
economies are truly knowledge-based. 
Lester C Thurow, noted MIT economist, 
writes in his book Building Wealth: The 


New Rules for Individuals, Companies 
and Nations, “Knowledge is the new ba- 
sis for wealth. This has never before been 
true. In the past, when capitalists talked 
about their wealth, they were talking 
about their ownership of plant and equip- 
ment or natural resources. In the future 
when capitalists talk about their wealth, 
they will be talking about their control of 
knowledge.” Therefore, in the coming 
years, it is just knowledge, knowledge and 
more knowledge that will rule the world! 
Tangible or physical resources are passé 
and knowledge is the “in thing”. India too 
has realized this, and is gradually and 
successfully transforming into a knowl- 
edge-based economy. 

Taking a cue from other knowledge- 
based economies that are progressing 


and doing well globally, India is surely 
catching up with the trend and gradu- 
ally transforming into a knowledge su- 
perpower. The country is well on its 
way to harnessing novel as well as ex- 
isting knowledge to improve the pro- 
ductivity in agriculture, industry, and 
services for the overall economic and 
social welfare. The availability of 
skilled, English-speaking knowledge 
workers, a well-functioning democracy, 
and its large domestic market are pro- 
viding the country with the much re- 
quired advantage to evolve into a 
knowledge economy. The consistent 
and remarkable development of infor- 
mation and communications technol- 
ogy (ICT), a free-market economy, and 
an efficient private sector are the 
strengths the country can rely upon. 
However, Indian culture has always 
valued knowledge very highly, and 
these cultural values too are respon- 
sible for driving the country towards 
being a knowledge economy. 


India and the knowledge economy 

The world is witnessing the dawn of the 
information age in which knowledge is 
the standard of measurement. More 
than 50% of the Gross Domestic Prod- 
uct (GDP) in the major OECD econo- 
mies now depends on the production 
and distribution of knowledge. Coun- 
tries like the US, Canada, Australia, 
Ireland, and Singapore have embraced 
the knowledge economy and are experi- 
encing strong GDP growth as a result. 
But what exactly do we mean by a 
knowledge economy? According to the 
United Kingdom Department of Trade 
and Industry, “A knowledge-driven 
economy is one in which the generation 
and exploitation of knowledge play the 
predominant part in the creation of 
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wealth.” All in all, knowledge economy 
is based on human ingenuity and skill, 
and an exclusive dedication to innova- 
tion through research and 
development. 

The Knowledge-Based Economy 
(KBE) emerges from two crucial forces: 
The rise in knowledge intensity of eco- 
nomic activities and the increasing glo- 
balization of economic affairs. While 
the former is being driven by combined 
forces of Information Technology (IT) 
revolution and the changing face of tech- 
nolegy, the latter is being driven by na- 
tional deregulation and by IT-related 
communications revolution. Unlike the 
traditional factors of production, the 
source of wealth is not finite. The know} 
edge economy produces goods and ser- 
vices effectively at lower costs to a 
greater number of people. Research in- 
dicates that a KBE comprises of four 
main elements. These four structural 
forces driving the economic transforma- 
tion are: Revolutionary changes in In- 
formation and Communications Tech- 
nology (ICT), rapid scientific and teeh- 
nological advancement, global competi- 
tion. and shifting consumer demand. 

India’s inherent strengths are the 
pillars of support for its transformation 
into a knowledge economy. The key in- 
grecients include a critical mass of 
skilled, English-speaking knowledge 
workers, and of course a well-function- 
ing political system. Rapid advances in 
important knowledge-based sectors 
like ICT, pharma, R&D, healthcare and 
nanctechnology are fast turning India 
into a force to reckon with. According to 
RA Mashelkar, Director General, Coun- 
cil of Scientific and Industrial Research 
of India, “India is already gaining inter- 
national repute for its innevations in ar- 
eas ranging from pharmaceuticals to 
software. Information Technology will 
achieve even more as it improves the ef- 
ficiency of public R&D, increases pri- 
vate R&D, and encourages greater uni- 
versity-industry linkages. It is leverag- 
ing traditional knowledge with modern 
science and exploiting public-private 
partnerships to support grass-roots in- 
novations, which can improve the qual- 
ity of life for the poor. An example is the 
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In the coming years, it is 
just knowledge, 
knowledge and more 
knowledge that will rule 
the world! ay 


Computer-based Functional Literacy 
Program, initiated by Tata Group to 
overcome illiteracy through mnovative 
use of IT.” 

The time is very favorable for India to 
make its transition to a knowledge 
economy. However, it is not new to the 
idea of knowledge being central to the 
development and progress of a country. A 
2005 World Bank report titled “India 
and the Knowledge Economy—Leverag- 
ing Strengths and Opportunities” by 
Carl Dahlman and Anuja Utz says, “The 
notion of a new knowledge economy is not 
new or foreign to India. India's past 
achievements in science, philosophy, 
mathematics, and astronomy reinforce 
the notion that the country has, for mil- 
lennia, been a leading ‘knowledge soci- 
ety.” The country has always valued 
knowledge highly and it is this culture 
that is driving the country towards a 
knowledge base. John Daly, a US-based 
freelance consultant working on issues 
of technology and science for developing 
countries opines, “I see India’s growth in 
knowledge-intensive fields continuing. 
And that growth yielding substantial 
long-term economic and social benefits 
to India.” India’s consistent economic 
progress on the back of its services-led 
growth has the world mesmerized. 
Commenting on India’s almost magical 
growth and progress Thomas L Fried- 
man, author of The World is Fiat, said, 
“You're seeing an explosion of 10 years 
of pent-up aspirations. If you want to 
know what India feels like today, it’s 
very simple. Pull out a champagne 
bottle, shake it for an hour, and take the 
cork off. You don’t want to get in the way 
of that cork.” This quote perhaps sums 
up the kind of perception that India is 
currently viewed with. 


Sectors already thriving 
India is doing exceptionally well and is 
showing great promise in the realms of 
pharmaceuticals, IT, nanotechnology, 
biotechnology, R&D, and animation. 
John Daly opines, “Clearly, software 
and ICT-enabled services are impor- 
tant industrial drivers. I expect to see 
areas such as pharmaceuticals increas- 
ingly important, and India benefit eco- 
nomically from nanotechnology-based 
industries." Indian pharmaceutical 
companies are successfully discovering 
new chemical entities for diseases. In 
the domain of nanotechnology, the coun- 
try has 154 research centers, mainly fo- 
cusing on new drug delivery systems. 
India has also tied up with the US in 
the area of nanotechnology, which is an- 
ticipated to produce new vistas. In bio- 
technology, India takes the credit for 
discovering an alternative fuel—Jatro- 
pha, which is changing the oil depen- 
dency pattern of modern civilization. 
India is also making swift progress in 
the area of stem cell research. Three 
major Indian institutions are finding 
the cure for glaucoma, eye ulcers and 
chemical incidences through the appli- 
cation of stem cell research. 
Information Technology and 
offshoring services have been major con- 
tributors to India's economic growth in 
the recent past. According to McKinsey, 
share of IT Software & Services Indus- 
try in India's GDP is expected to reach 
7% of GDP in 2008 from 4.1% of GDP 
during 2004-05. R&D, too, has gained 
significant momentum and is attract- 
ing multinationals to invest in the coun- 
try. A host of international IT bigwigs 
made a beeline to India recently, and 
announced huge investments in R&D. 
Foreign IT giants like Intel, Cisco Sys- 
tems, Microsoft have announced billion 
dollar investments in India and a large 
chunk of these amounts is assigned to 
the R&D sector. The increasing impor- 
tance given to the R&D activities by do- 
mestic companies across various sec- 
tors is also attracting foreign players to 
invest in India. For instance, according 
to a study of 25 domestic drug compa- 
nies, the R&D expenditure of these com- 
panies went up sharply by 42% to Rs. 





1814.65 cr during the fiscal year 2004- 
05 from Rs. 1278.08 cr in the previous 
year. 


India needs to seize the opportunities 
provided by the knowledge economy, 
and according to experts, innovation is 
the key to development and progress. A 
significant part of India’s innovation 
system is the dispersion of modern and 
more efficient technologies in all sectors 
of the economy. As John Daly avers, “I 
don’t think India will progress as much 
as it should without a policy environ- 
ment that encourages investment and 
innovation. And I think it is important 
to strengthen institutions including 
India’s participation in international 





markets, legal institutions, governance 
institutions, intellectual property 
rights institutions, etc.” 

India has a vast pool of highly edu- 
cated and talented people. However, 
they relatively represent a small frac- 
tion of the total population. The country 
has a majority of the labor working in 
sectors like agriculture, informal indus- 
try, and informal service activities. To 
increase the overall productivity of the 
country, workers should be moved from 
these low productivity and subsistence 
activities to more contemporary sectors 
and to new knowledge-based activities, 
which are more productive and will also 
help in bridging the economical divide. 
John Daly opines, “In the sense of using 


improved knowledge as a driving force 
behind all aspects of Indian develop- 
ment, I think the development of the 
knowledge economy is central to the 
overall development. The experience in 
Western nations is that improved tech- 
nology and improved organization drive 
the productivity improvement that in 
turn drives long-term growth. Thus, 
modern knowledge institutions are 
critical to improving agricultural pro- 
ductivity, providing good health ser- 
vices, etc.” 

Economic success in today’s KBE in- 
creasingly depends upon the effective 
utilization of intellectual capital such 
as employees’ knowledge, skills, inno- 
vative potential, as well as their ability 
to continuously improve those pro- 
cesses. Employment in the KBE is char- 
acterized by increasing demand for 
more highly skilled workers, also called 
“knowledge workers”. In advanced 
economies such as the US, more than 
60% of workers are knowledge workers. 
Knowledge workers are termed as 
“symbolic analysts"—people who ma- 
nipulate symbols rather than ma- 
chines. Anuja Utz, co-author of the re- 
port says, “To create a sustained cadre 
of ‘knowledge workers, India needs to 
make its education system more de- 
mand driven to meet the emerging 
needs of the economy and to keep its 
highly qualified people in the country.” 
She further adds, “This means raising 
the quality of all higher education 
institutions, not just a few world-class 
ones, such as the Indian Institutes of 
Technology.” 

The ICT sector in India is progress- 
ing swiftly and is responsible for dra- 
matically changing the face of economic 
and social activities, and the acquisition, 
creation, dissemination and use of 
knowledge. The World Bank report titled 
“India and the Knowledge Economy” 
says, “India’s IT companies are moving 
up the value chain, and 
India is now undertaking new and inno- 
vative work, such as the management for 
clients of IT-related business processes." 
India should leverage this opportunity 
as it has already proved its prowess in IT 
and IT-enabled services. 


be 


In the sense of using 


improved knowledge as 
a driving force behind all 


aspects of Indian 
development, | think the 


development 
— John Daly 


a US-based freelance consultant 
working on issues of technology 
and science for developing 


countries. ae 


Challenges to overcome 

India is currently facing a slew of prob- 
lems, and manpower shortage is one of 
them. It needs to maintain a constant 
flow of skilled manpower to sustain the 
high rate of growth in various sectors. 
According to the Nasscom-McKinsey 
Report 2005, India will need a 2.3 mil- 
lion strong IT and BPO workforce by 
2010 to sustain its share in the global 
market. If the quality of education is 
not upgraded immediately, a shortfall 
of nearly 0.5 million qualified employ- 
ees is estimated, of which 70% will be 
concentrated in the BPO industry 
alone. 

The biotech industry, which is 
worth Rs. 4,745 cr and growing at a 
rate of 37%, is also facing a huge de- 
mand-supply gap for experienced tech- 
nical and marketing professionals. An- 
other high action-packed area i.e., the 
retail industry, which accounts for 11% 
of India’s GDP, is facing a serious tal- 
ent crunch. Not only is the number of 
educated unemployed increasing but 
also the demand for skilled profession- 
als is growing day by day in the country. 
India produces around 200,000 scien- 
tists, engineers and technicians annu- 
ally. However, the country fails to de- 
rive full economic benefit from this tal- 
ent base, because of the mismatch be- 
tween education and the labor market. 
A growing gap is emerging between the 
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knowledge that they possess anc the 
real practice. The low wages in India 
lead to brain drain, which is also a ma- 
jor hurdle to a country growing as a 
knowledge economy. Immediate ef- 
forts should be made to advance pelicy 
and institutional reforms in scientific 
and technical educatien to improve the 
quality of India’s existing and future 
talent pool. 

Apart from the talent crunch, there 
are a few more fronts that India needs 
to work on for a smoother transition to 
a knowledge-based economy. The coun- 
try lacks an efficient information infra- 
structure, which is one of the most im- 
portant factors for the nurturing of 
knowledge. India also needs to rev up 
its efforts to tap the swiftly growing 
stock of global knowledge through 
channels such as FDI, technology li- 
censing, importation of capital goods 
that embody knowledge, and also ad- 
vanced products, components, and ser- 
vices. When compared to other coun- 
tries like China, India relatively lags 
behind in effectively using these re- 
sources. Considering the pace with 
which knowledge is being globalized, it 
would be logical to seek knowledge be- 
yond borders. Also the fact that India 
has the largest number of illiterates in 
the world cannot be forgotten. As Joan 
Daly concurs, “I would suggest that 
educational excellence must be spread 
much more widely if India as a whole is 
to enter the knowledge economy. It 
would be very unfortunate if a dual so- 
ciety is institutionalized with an edu- 
cated elite participating fully in global- 
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The future lies in 
knowledge and 
technology for 
economic strength, 
poverty eradication and 
military security 
— Kiran Karnik 
President 

NASSCOM 


99 


ization, and an uneducated majority 
left behind." 


A knowledgeable future 
Currently, India is undergoing a gradual 
transition towards a knowledge-based 
economy. The dramatic increase in the 
number of global companies outsourcing 
their knowledge processes to India is also 
proof enough that India is no longer per- 
ceived just as the “back office" of the 
world. While a majority of India’s popula- 
tion still consists of rural and illiterate 
people, the scenario gradually seems to 
be changing. Even in slums of Delhi or 
Mumbai, children are being educated and 
becoming aware of IT from a very young 
age, and this is certainly going to help In- 
dia in the long run. As CK Prahalad, an 
Indian-born American and renowned 
business consultant said, “Every kid here 
who is walking around is getting trained 
to be an entrepreneur, to hustle, and to get 
a little bit more than he or she has.” 
However, for the country to have an 
effectual transformation into a knowl- 
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edge economy, it needs to act in different 
policy domains, “deepening, comple- 
menting, or reorienting” ongoing reforms 
to use knowledge efficiently and to sus- 
tain development in the long-run. India 
needs to understand that policy reforms 
of any kind would not yield results over- 
night. Consistent and collaborative ef- 
forts from the government, industry and 
academia are necessary to make India a 
knowledge-based society. More and 
more R&D activities are the need of the 
hour. 

Kiran Karnik, President, 
NASSCOM, opines, “The future lies in 
knowledge and technology, for economic 
strength, poverty eradication and mili- 
tary security. India’s government and in- 
dustry must wake up to this reality and 
invest more in R&D.” The masses and 
all the stakeholders in the government, 
private sector and industry need to be 
made well aware of the plans and the 
needs to transform India into a knowl- 
edge-based economy, because the future 
lies in “Brain, not brawn”. 

Success of countries, companies and 
individuals will directly depend on the 
knowledge they possess, and how effec- 
tively and efficiently they put it to use. 
India should aim to have entrepreneur- 
ial skills, efficient social organization, 
and education that encourages creativity 
and curiosity, as the building blocks to 
develop itself into a knowledge super- 
power. f) 


N Janardhan Rao 
and Feroz Zaheer 
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Real Estate Boom 


How Real is it? 





Against the real estate boom, India is now trying hard to ease its regulations 
and encourage FDI. Besides, the primary challenges to this growth will be 
continued in infrastructure and prudent bank lending practices. 


ndia has come a long way during the 

last two decades backed by a strong 

iddle-class and the youth who 
make up half of its population. It is a 
young nation, with businesses enjoying 
good times. India is now one of the fast- 
est growing economies in the world after 
China. Amidst these developments, the 
real estate market in India has wit- 
nessed significant changes in the last 
few years and is witnessing another 
boom spurred by the IT and BPO busi- 
nesses, and availability of cheap housing 
loans. These factors have created a new 
demand for commercial and residential 
houses. 

Most importantly, FDI is now al- 
lowed in real estate in India. Overall, 
the sector is scaling up, of course 
against many odds: unclear titles, ab- 
surd tenancy laws, poor building stan- 


dards, etc. With the ongoing liberaliza- 
tion in the sector, various foreign inves- 
tors have shown a lot of interest to par- 
ticipate in the real-estate industry in 
India. And the industry looks all set to 
emerge as a big opportunity for invest- 
ment. The growing demand in real es- 
tate can be fulfilled only by a huge in- 
vestment in this sector. In the recent 
past, leading venture funds from 
ICICI, HDFC, SBI, and Kotak 
Mahindra have floated issues in the 
sector. 


Behind the boom 

Over the last decade, the average house- 
hold income in urban areas has grown 
at a CAGR of 5%. According to esti- 
mates, 80% of the real estate developed 
in India is residential space and the re- 
maining 20% comprises of offices, shop- 


ping malls, restaurants and hospitals. 
According to the 10" Five Year Plan, 
there will be a shortage of 22.7 million 
housing units by the year 2007. The 
changing lifestyles of Indians and bet- 
ter incomes have led to the development 
of retail and hyper malls. This, in turn, 
has led to the demand for space from 
the retail sector. Besides these driving 
factors, Venkat Raja, Senior Advisor at 
Real Estate and Infrastructure Re- 
search, RREEF/DB Real Estate, a glo- 
bal real estate consulting firm based in 
the US, says, “The primary drivers of 
real estate growth in India are: acute 
shortage of quality real estate; increas- 
ing consumer spending and 
affordability; changing demographics; 
gradual improvements in infrastruc- 
ture providing access to lower cost land; 
governmental relaxation of legal barri- 
ers to investing in real estate and a gen- 
eral decline in term structure of interest 
rates.” The government is preparing to 
open up retail trade to FDI and the en- 
try of global retailers, such as Wal- 
Mart, Carrefour and Tesco, is expected 
to fuel demand for commercial space in 
the coming days. 


The next engine of growth 

The real estate sector in India is emerg- 
ing as the next engine of economic 
growth going by the fact that it is the 
second largest employer next only to ag- 
riculture. It has significant linkages 
with several other sectors and over 250 
associated industries. According to es- 
timates, every rupee invested in this 
sector results in 78 paisa being added 
to the GDP. Accordingly, a unit increase 
in expenditure has a multiplier effect 
and the capacity to generate income is 
as high as five times. For instance, if the 
economy grows at the rate of 10%, the 
sector has the capacity to grow at 14% 
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When the bubble burst, property prices fell so drastically that they wiped out not only 
individuals' equity but also left the banks with high value mortgage advances that 
could not be repaid. 







— Ashwin Ramesh 
Primary Real Estate Advisors, Mumbai. 


On the drivers behind the growth 

The Indian real estate market is growing across all categories, and across all regions and price points. There are many reasons/ 
drivers for this, such as: 

Residential: Higher affordability (higher salaries, easy credit); tax benefits to borrowers; existing shortages; social structural 
changes in urbanized areas (splitting of joint families). 

Commercial: IT/ITES sector expansion, the local consumption story leading to higher growth in corporate earnings; order 
books full; corporates expanding, multinationals entering India to service huge “middle class". 

Retail: Getting organized (3% of retail is organized as against 17% in China); foreign brands and local brands seeking visibility, 
new formats being developed; disposable incomes rising; younger population earning and spending well. 


| 
| 


On lessons from the housing bubble in other countries like Japan 

Generally speaking, when compared with the western countries, we fare very poorly in terms of our infrastructure. While in the 
US, no matter where you go, you have access to high quality infrastructure (drinking water, well-planned roads, greenery, power, 
communications, healthcare, education, etc.), here in India, even our signature cities are crumbling. We have not been able to 
create alternate cities in the manner that is required so as to release the pressure on the few that we have. Until new towns/ 
cities come up, the few existing ones will continue to provide sub-standard quality of living and at very high prices. 

Another sharp contrast is in the sphere of public housing. While more than 50% of Mumbai lives in slums, most of Singapore 
lives in (subsidized) mass housing provided by the government. 

To the best of my knowledge, Japan, in the 1980s, saw real estate prices more than tripling in two to three years. At the same 
time the banks exposure was huge as high-priced real estate was being used to serve as collateral for loans. When the bubble 
burst, property prices fell so drastically that they wiped out not only individuals' equity but also left the banks with high value 
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and generate 3.2 million new jobs over a 
decade. The sector size is close to $12 bn 
and grows at 3076 per annum. Presently, 
it is contributing 5% of the country's 
GDP and is expected to rise up to 6% 
with:n three to four years. 

Along with the residential property, 
the sector has also witnessed a spurt in 
demand in commercial property mainly 
driven by fast-growing IT and ITES ser- 
vices along with BPO boom. According to 
estimates, 42 million sq. ft. of space will 
be required every year till 2008 only in 
these services in cities like Bangalore, 
Chennai, Hyderabad and Pune. As the 
cost of land in leading metros is skyrock- 
eting, developers are getting interested in 
developing townships in Tier II cities and 
industrial towns where the growth of real 
estate is relatively slow. It is expected 
that in the very near future, even these 
cities will witness abnormal prices. 

Going by new FDI rules that encour- 
age overseas companies to set up sub- 
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sidiaries and joint ventures, and to take 
advantage of robust economic growth, 
foreign investors like GE, Farallon, 
Emaar and Keppel are leading the way 
to capture a piece of the sector. Around 
20% of Fortune 500 companies have set 
up their operational base in Gurgaon 
going by strategic location and the fa- 
cilities being offered. On the other hand, 
Indian financial institutions are head- 
ing for permission to introduce $1 bn 
worth of real estate mutual funds in In- 
dia. Venkat Raja opines, “India when 
compared to other countries is in the 
early stages of a long-term growth cycle 
of real estate market. In the residential 
market, demand outstrips supply of 
new real estate. In addition, the demo- 
graphic shifts will increase demand for 
housing. This imbalance has resulted in 
steep growth in valuations in the recent 
past. On the commercial side, supply 
and demand have been fairly in bal- 
ance, except in certain markets in the 


country. The Indian markets are evolv- 
ing similar to the growth of suburbs in 
the US after World War II." 


Caution amidst 

Amidst the euphoria, however, it would 
be prudent to tread with caution. As his- 
tory suggests, such euphoria has led 
bubbles in countries like the US and the 
UK. Japan has also had its share of 
pain. And who would forget the real es- 
tate mania witnessed in South Asian 
countries in the late 1990s, which ulti- 
mately culminated in a grave economic 
crisis that threatened to engulf other 
nations too. The rapidly rising prices in 
the real estate market give rise to fear 
about a possible bubble in the making. 
If we go by the rate of Rs. 50,000 and Rs. 
70,000 per sqare foot in Mumbai and 
housing plots in Delhi's suburb of 
Gurgaon at Rs. 100,000 per square 
yard, it is very clear that an asset price 
bubble is building up. Especially, when 
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mortgage advances that could not be repaid. This led to a domino effect and plunged the country into more than a decade of 
misery. Indian banks and housing finance companies can learn from the Japan experience. 


On the sustainability of the present boom 

The answer to the question is both a yes and a no. Yes, because of the above mentioned positive drivers. No, because a lot of 
factors/events can spoil the party; such as, an increase in interest rates globally and locally, a political directive (overseas) to 
reduce outsourcing to India, the emergence of China as an alternate outsourcing hub, a major terrorist attack, the policies of the 
government with respect to land and real estate supply, property prices becoming unaffordable, etc. 

Already in some locations it appears that the cost of land is way too high in comparison to the finished product, and there is a 
price limit beyond which resistance can set in. Therefore, there is a risk of having unsold inventory at a high cost. In some sectors, 
there is a re-emergence of the “investor” in large proportions. Hence, when the stock comes in the market for absorption in large 
volumes, will there be actual users to absorb it? That is still to be seen. 

On the retail front as a whole, though we (as a country) have barely scratched the surface of organized retail, I feel that in some 
locations there is an excess supply of mall space coming up. With terribly poor efficiencies and very high running costs, not to 
mention a complete lack of differentiation, it's a matter of time before these malls will come back in the market to be 
repositioned. Today, there is a feeling of success seeing “footfalls” by the thousands, which reminds me of the internet days 
"eyeballs"—plenty of visitors, poor conversion into shoppers. 


On the repercussions on the Indian economy and business if this housing bubble goes the dot-com way 

In contrast to the last time, this time in the mass housing market, most of the money at stake is of the banks and financial 
institutions. As 10% to 15% of the cost is the contribution by the owner/buyer, the rest being borrowings, a 10% to 15% fall in 
prices will theoretically wipe out the equity of the new buyer/borrower completely...any more erosion will eat into the bank's 
exposure. And, in a market, where prices have doubled, that scenario could occur. So, in contrast to the last time, this time the 
banks/housing finance institutions are more vulnerable than the individuals (buyers at current prices). In a downward journey, 
if the banks begin to pull out, the pain will be a lot more. 

On the one hand, the government has encouraged money to flow into real estate for example, by allowing FDI. On the other hand, 
land supply is regulated, and building permissions take months to obtain. Simultaneously, the supply of land must be unlocked 
and the zoning/conversion of land must be made simpler and quicker. Otherwise, if the current scenario continues, we could get 


| 


into a situation of too much liquidity chasing too few assets causing a huge over-valuation in real estate. 





watching the key ratio that relates con- 
struction cost to sale price. The con- 
struction cost of most flats on the mar- 
ket today will be between Rs. 1,000 and 
Rs. 2,000 per square foot, depending on 
the quality of work and the materials 
used. Experts opine that when the real 
estate sector reached the stage where a 
premium flat in Mumbai commands a 
higher price than the average flat in 
Manhattan (about Rs. 40,000 per 
square foot, after a prolonged boom in 
house prices), although construction 
costs in New York are five times as high 
as in Mumbai, it is time to raise the red 
flag. 

But there is a difference between a 
bubble and a robust market. Most of the 
Indians are not in a position to have 
more houses. If one compares India 
with the US, in India the ratio of the 
total value of mortgages to the GDP is 
only 2%, whereas, it is 52% in the US, 
which means in the US, for every $100 


of American produce, they owe $52 as 
mortgage. But, in India, we owe just $2. 
Moreover, over the last 10 years, real es- 
tate prices have almost remained the 
same in India, with the exception of a 
few large cities like Bombay, Delhi, 
Bangalore and Hyderabad. To put it in 
another way, Indian home buying prices 
have not gone through the roof. How- 
ever, Venkat Raja opines, “A short- 
term softening of the real estate mar- 
kets may be healthy for the Indian 
economy since the role of speculative in- 
vestors will be minimized. I do not ex- 
pect a dot-com type bubble because the 
underlying demand supports the con- 
tinued growth of the real estate mar- 
kets. Secondly, real estate valuations 
are based on contractual cash flows of 
properties. There may be a decline in 
valuations depending on imbalance of 
demand and supply. However, stich im- 
balances correct themselves over a pe- 
riod of time.” It’s a robust market in- 
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stead of a bubble if we go by the issues 
like—it is natural for house prices to 
rise when the economy is doing well and 
incomes are rising and interest rates 
are low. Economists say these factors 
encourage investment in housing, so de- 
mand increases and there is nothing 
wrong with that. The issue that should 
attract policy makers’ attention is the 
supply side: What they are going to do to 
ensure that supply grows with demand, 
so that prices stay reasonable. 


Investors face significant risks like— 
inadequate infrastructure such as 
roads, electricity and water; the poor 
records of land ownership; difficulty in 
determining whether a piece of land has 
a clear title or not; the bureaucratic pro- 
cesses to acquire clearances like trans- 
fer of use of agricultural land for devel- 
opment; followed by the use of black 
market money in land purchase trans- 
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Asset- price Bubbles - Lessons 


actions. Besides, other factors like the 
proper implementation of real estate 
laws, regulation of stamp duty, and rent 
control will pose serious challenges. 
“The risk of litigation and procedural 
delays are a big challenge,” says Gagan 
Banga, a Director at Indiabulls Prop- 
erty, a joint venture between a local bro- 
kerage and Farallon Capital. A recent 
purchase by the company (an eight-acre 
plot that once housed a textile mill in 
Mumbai) from the state-owned Na- 
tional Textile Corporation is embroiled 
in litigation because its previous pri- 
vate owner has challenged its national- 
ization. As Marc Faber, the renowned 
investment guru, put it, “The most over- 
looked asset class is Indian real estate, 
because it is so difficult to develop, 
given the regulatory environment. The 
world still has lots of opportunities, and 
real estate in some unusual areas is an 
attractive proposition.” 


Outlook 

Against the real estate boom, the coun- 
try is now trying hard to ease its regula- 
tions and encourage FDI. Accordingly, 
investments started flowing into the 
sector. Driven by the IT and outsourcing 
booms, more and more foreign compa- 
nies are setting up shop in India. Five 
million square feet of retail space is be- 
ing developed. And over $25 bn will be 
spent on urban housing. Raja is very 
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bullish about the future of Indian real 
estate. He says, “The Indian markets 
will be able to sustain this boom on a 
long-term basis. In the short-term, the 
markets may correct themselves in re- 
sponse to speculative increases in real 
estate valuations. The demand factors 
do point to long-term boom in real es- 
tate. The primary challenges to this 
growth will be continued growth in in- 
frastructure and prudent bank lending 
practices." 

Earlier, International players have 
entered in a big way to invest in South- 


Real Estate Boom 


east Asian countries like Malaysia, In- 
donesia, and Thailand. These countries 
have attracted several investors suc- 
cessfully, followed by China and Dubai 
as the next favorite destinations. How- 
ever, investors are not comfortable go- 
ing by reduction in capital appreciation 
and return in these countries. At this 
juncture, investors and global develop- 
ers are now eyeing on India as the next 
most favorite destination to play a vital 
role. Now, it is high time for India to 
make attractive policies for interna- 
tional developers to come to this coun- 
try in a big way. 

A recent Goldman Sachs report pre- 
dicts that India's economy will be larger 
than Japan's by 2030, and that, by 
2050, India will be the third largest 
economy after China and the US. 
India's population growth along with 
rapid economic expansion will result in 
a tremendous demand for high quality 
commercial and residential develop- 
ment, thereby providing a compelling 
opportunity for foreign real estate in- 
vestors. The trends supporting India as 
the next “hot” real estate market are 
indeed promising. «^ 
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NOTICE 


Annual General Body Meeting 





The 21st Annual General Body meeting of the members of IBS Alumni Federation will be held on Saturday June 
10, 2006 at 11.00 a.m., at IBS Auditorium, ICFAI Business School, Banjara Hills, Hyderabad to transact the 


following business: 


ltem 1: To receive, consider and adopt the Audited Balance Sheet as on March 31, 2006 and Income & 
Expenditure Account for the year ended on that date together with the report of the Board of Governors 


and the Auditors Report. 
Item 2: 


To consider and if thought fit to pass with or without modification, the following resolution: 


"RESOLVED that the retiring Auditor M/s G. S. Murty & Associates, Chartered Accountants, 
Hyderabad be and hereby reappointed as Auditors of the Institute to hold the office from the conclusion 
of this Annual General Body meeting till the conclusion of the next AGM on remuneration of Rs. 2.700 
plus reimbursement of out of pocket expenses". 


Item 3: To consider any other matter with the permission of the chair. 


Hyderabad 


Sd/- 
SK Sharma 
Member Secretary 
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Middle East 


The Petrodollar Stash 








The present windfall of petrodollars in the Middle East is more likely to 





e price band of $65-70 per barrel 

and a long-lasting present oil 

price boom has resulted in a 
windfall of petrodollars for the Middle 
East. Also, the present oil price boom is 
witnessing a big redistribution of wealth 
from oil consumers to preducers. Oil ex- 
ports of the ten major oil exporting coun- 
tries in the Middle East could exceed 
$500 bn in 2006, which would leave al- 
most $200bn more. The surplus petro- 
dollars are creating enormous wealth in 
the Gulf region. Whether it is the Dubai 
port deal that shook the West or the 
world’s tallest building in Dubai, are 
signs of Middle East’s prospering oil 
economy. Although, the booms in oil 
prices have not lasted long in the past, 
this time the situation looks different as 
the surplus petrodollars might prove to 
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impact the global economy than it has in the past. 


be more durable. The spending of the 
Middle East petrodollars will help 
maintain the global demand for goods 
and employment. 


Deficit to surplus 

The rising oil prices have been trans- 
forming the Middle East’s current ac- 
count deficit to surplus. This is not the 
first time that the gulf nations are wit- 
nessing a windfall of petrodollars. The 
previous oil price booms in the 1970s 
and 1980s resulted in current account 
surpluses. However, during that time, 
the unprepared Middle East invested 
the petrodollars mostly in the US trea- 
suries and international banks, or lent to 
the oil consuming countries of Latin 
America. The period after oil price 
booms has, therefore, ended with infla- 


tion and a slow economic growth world- 
wide. Sharif Ghalib, Senior Energy Ad- 
viser/Analyst, Energy Intelligence 
Group, says, “The surplus oil money 
earned during the ‘first oil price shock’ 
was initially placed overwhelmingly in 
the US and Euro dollar money and capi- 
tal markets—especially in the US gov- 
ernment paper—and was drawn down 
by the majority of OPEC countries to fi- 
nance all kinds of infrastructure (eco- 
nomic and social) and defense needs.” 
Contrastingly, as of now the present oil 
boom has not created any noticeable 
negative impact as these economies are 
spending the petrodollars wisely both at 
home and abroad. With the piling up of 
the surplus petrodollars, the stock mar- 
kets in Saudi Arabia have risen fourfold 
since 2003. Besides, public offerings 
have been oversubscribed 100 times and 
P/E ratio in the region is over 40. 
Having learnt the lessons from past 
oil boom experiences, they are unlikely to 
spend a lot and their saving rates are at 
40%, which is higher than the previous 
oil price booms. But this time, the 
spending is more at home on invest- 
ments and consumption to balance out | 
the effect of petrodollars. If they spend 
more, petrodollars are recycled to oil con- 
suming nations, maintaining the global 
demand. The major difference between 
past and present oil boom is that the in- 
vestment options in the past were few 
and investors were equipped with rela- 
tively less information. According to 
Ghalib: “The present boom differs in sev- 
eral ways—the unexpected and sudden 
jump in demand for oil led to a rapid ac- 
cumulation of surplus funds that have 
not been spent ‘quickly’ because most oil 
exporters were not sure the windfall 
would be long-lasting. However, today 
there are growing signs of a rapid pick-up 
in spending on infrastructure, oil and gas 
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The OPEC countries are investing heavily in dollar-based assets. The offset has to 
be a deficit — 
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| 
| 
- David Wyss | 
Chief Economist, Standard & Poor's | 


How would you differentiate the channeling of surplus oil money in the past oil price boom in the late 1970's with the present boom? What are | 


the lessons that one can learn from the past? 


The lesson from the past is that the boom ends, and that the countries have moved their spending up to an unaffordable level. | 
This time they are trying to hold back because they fear it will not last, which means larger surpluses. They are being a bit more | 
diverse in their investments than in the past, in part because the more economically advanced countries, such as Kuwait, the | 
Emirates, and Saudi Arabia, have built up an investment structure that allows easier investing decisions. 
What could be the solid reasons behind the latest Middle East countries’ acquisition spree in the Western nations or is it surplus petrodollars that are 

| driving this trend? Else, where is the surplus oil money going? 

| Acquisitions are being driven by a desire to diversify investment. With so many dollars available, they don't want to just go into | 
| the safe investments. Besides, with interest rates low, fixed investment isn't that attractive. As the investors have become more 

| sophisticated, they are able to run their own investments, rather than just invest in Western firms. 


How do the surplus petrodollars affect global capital markets? Which countries are going to benefit more from Middle East oil surplus money? 


strong and safe markets. Returns are higher in the US than in Europe or Japan and safer than in the Asian countries. 
; How can these petrodollars impact the global economy? 





| 





| returns are looking a bit better. 


Petrodollars are creating huge surpluses in the OPEC countries that must be offset by deficits elsewhere. 
Economists are saying ^Middle East petrodollars are causing the US current account deficit than Asian nations." Your comments. 


I think this is largely true. The OPEC countries are investing heavily in dollar-based assets. The offset has to be a deficit. A trade 
deficit is beginning to emerge in Europe as well, reflecting the movement of petrodollars into Europe as growth picks up and 


| Why are these nations saving more than they did during previous oil booms in 1970's and early 1980's? What should be the spending strategy to 


avoid the global imbalances (if any) further? 


I'm not sure they are relative to the revenues, it's just that the oil revenues are bigger. It would be better if they would invest more 
in emerging economies, or if the US would recycle more into the emerging economies, but China and India are difficult to invest 
in for outsiders, and the returns look riskier for the same yield than in the US or Europe. | 
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capacity expansion, huge showcase 
projects (including multi-billion dollar 
industrial cities) and even more aggres- 
sive spending on national defense and 
security in the wake of 9/11 and turmoil 
in the region. 


Where is the money? 

The Middle East nations have been wit- 
nessing a remarkable increase in current 
account surplus relative to their econo- 
mies. For instance, Saudi Arabia is hav- 
ing a current account surplus of 32% and 
the average of the Middle East oil pro- 
ducers is 25% of GDP. The current ac- 
count surplus of oil producers could touch 
$500 bn this year. The windfall of petro- 
dollars from oil exporters is causing 
more current account deficit to the US 
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than China, Japan or other emerging 
markets. The combined current account 
surplus of China and other emerging 
Asian economies is put at only $188 bn 
this year. According to estimates, petro- 
dollars are mostly channeled through 
Asia and Europe, funding upto 4596 of 
the US current account deficit. As of De- 
cember 2005 the US official figures sug- 
gest that OPEC's $67 bn are in treasur- 
ies, Nevertheless, it is underestimating 
the Arab money because a large chunk of 
surplus money is held not as official re- 
serves, but as foreign investment by gov- 
ernments' oil stabilization and invest- 
ment funds, and by national oil compa- 
nies. The money has been sprinkled 
around the world with the intricate net- 
work of private banks, funds and finan- 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
The money is flowing into Asia as well as America and Europe. Still, the US seems to be receiving the bulk of it, reflecting the | 
| 





| 
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cial centers. Mohsin S Khan, Director, 
Middle East and Central Asia Depart- 
ment, IMF, opines: “It is difficult to know 
precisely where these funds have been 
invested; a large chunk has likely gone 
into financial assets denominated in the 
US dollar. The rest is being invested in 
real assets and stock markets both in 
the West as well as in the region.” 
Besides parking the money in real es- 
tate and stock markets, Middle East is 
investing in other investment avenues 
too. The cash rich oil nations are scouting 
for acquisition targets in the West. The 
recent acquisitions of hotels and port op- 
erations in the US and a museum in the 
UK, along with stakes in companies such 
as Daimler Chrysler and Ferrari, have 
opened the debate on the impact of petro- 
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dollars on the global eecnomy, especially 
on US relationship with the countries in 
the region. The gulf billionaires are diver- 
sifying their portfolios into private equity, 
hedge funds and real estate, besides in- 
vesting predominantly in the local mar- 
ket. Ghalib says, “A larger proportion of 
the surplus (that trickles down to the pri- 
vate sectors) appears to be staying ‘at 
heme’ in local real estate and stocks, 
partly in reflection of perceived opportuni- 
ties and concerns about the backlash to 
Middle East investment in the US. But 
local stock markets are illiquid, heavily 
influenced by the govermment and subject 
to insider training and weak productive 
bases, so they are beginning to weaken 
noticeably.” 

There is another theory which says 
that money will flow into China and In- 
dia rather than Europe and the US. 
With booming economies and rising 
consumerism, these nations would 
promise attractive returns. So the 
Middle East money will look more to- 
wards the East than Wes: through vari- 
ous routes. The recent FTIs, private eq- 
uitv flows and venture capital invest- 
ments in these economies may contain 
a substantial portion ef Middle East 
petrodollars. 

As the oil markets become the pro- 
ducers’ markets rather than consumers’ 
markets, any decisions of the oil produc- 
ers will create ripples in the global 
economy. If the petrodollars are in- 
vested in the US treasuries, they would 
bring down the interest rates artifi- 
cially. Petrodollars will push the asset 


ae AT by Middle East 
oil exporters have 
important economic 
effects, some of which 
boost, and others 
restrain, global growth 
— Mohsin S Khan 
Director, Middle East and Central 
Asia Department. International 
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Monetary Fund. 
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prices up and bond yields down to help 
the economic activity. The Americans 
will benefit more with low bond yields 
which supports housing markets and 
consumer spending. Ghalib says, 
“Much of the surplus petrodollars is 
still being channeled into dollar-de- 
nominated assets in non-US, BIS 
banks and that tends to put upward 
pressure on the dollar and downward 
pressure on shorter term interest rates 
and longer term rates to the extent that 
long-dated government or corporate pa- 
per is being purchased (and relatively 
more of the latter is being purchased 
this time around). Further, there are in- 
dications that OPEC producers are 
again diversifying holdings to major 
European money and capital markets, 
especially to Japan as well as China 
and India, related in large part to grow- 
ing energy ties." 


Enriching the region 
In spite of having huge surplus oil money 
and a healthy growth rate of above 6%, 
the gulf countries have failed to improve 
their living standards. In fact, the GDP 
per capita is declining or, at least, it has 
not improved for the past two decades. 
The present windfall of petrodollars is a 
welcome opportunity for them to address 
the domestic needs of their economies. 
The oil dependent gulf economy has 
been diversifying into other areas to sus- 
tain future shocks. Unlike in the past, 
lots of money is being put aside for long- 
term projects such as building infra- 
structure, refining capacities and social 
needs. These are intended to attract pri- 
vate investment in the industrial clus- 
ters to sustain the economic impact for a 
long time. According to Khan: "The main 
challenge will be to achieve an orderly 
increasing in spending, while avoiding 
wasteful expenditures. The appropriate 
policies vary across the countries, but 
they should include the infrastructure 
investments, higher health and educa- 
tion programs and job creation pro- 
grams." He also recommends, increasing 
demand for imports to reduce the global 
imbalances, increasing investment in 
production and refining capacity to ease 
the future supply shortages in the oil 





Source: US Department of Energy; The Economist estimates 


market and, reducing the government 
debt in countries where the debt is high. 
For instance Russia has setup oil stabi- 
lization fund to reduce its large foreign 
debt. 

While oil production has been kept 
artificially constant by OPEC, the grow- 
ing demand from China and India has 
kept oil prices rising. Further, any politi- 
cal imbalances in the region will be 
added pains for oil consumers. While on 
one hand, the oil producers are not bull- 
ish about future oil prices (in fact, they 
and are budgeting the oil prices at $35- 
40 per barrel), on the other hand, the in- 
ternational energy agency has warned 
that oil prices will keep rising over the 
next two decades unless the Middle East 
countries substantially invest more in 
capacity building. As oil demand is un- 
precedented, the slowdown of Middle 
East boom may not happen in the near 
future. With emphasis on spending or 
investing at home, the Persian Gulf will 
transform into one of the global invest- 
ment hot spots. If interest rates rise all 
over the world creating the competition 
for capital, one can see the investment 
thirsty Middle East making bids for ac- 
quisitions in developed and emerging 
markets. If the trend prevails, Middle 
East's rush for investment opportunities 
around the world is likely to reshape glo- 
bal economics. /^ 


N Janardhan Rao 
and Ravi Babu Adusumilli 





Reference 4 01M-2006-05-04-01 


S. CHAND'S BOOKS FOR MANAGEMENT PROFESSIONALS 









D.C. Kapoor 




















Key Features Rs. 110.00 


= A complete hand book of 
Marketing and Sales 
Management including Research 
Methodology with Marketing 
Information Systems 


B Gives an in-depth understanding 
ofthe € 


DECISION 
MAKING 
SKILLS 


^ PUBLIC ENTERPRISE am 
Computer — MANAGEMENT 


—Ó | PRIVATISATION 
Business - 








ACER 












Rs. 160.00 Rs. 185.00 
am dan Bod GUIDANCE 
ORGANISATION Language COUNSELLING 
M. vent f 
ais f 
Pea | Price Rs. 130.00 = j N 
Key Features 





Rs. 250.00 





Rs. 250.00 






E This book has been written Fd 
basically for the marketing Financial 
students of MBA, PGDM, BBA and ase “Management 
M.Com = EUR 

@ At the end of each chapter a brief Ap 
summary and a number of Eg 
questions for revision have been 
given to help the students to 
understand the problems better 









Rs. 215.00 Rs. 250.00 


S. CHAND & COMPANY LTD. 


Few 7361, Ram Nagar, Qutab Road, New Delhi-110055 
Ld Phone: *91-11-23672080-81-82, Mb. 9899107446, 9911310888, Fax: *91-11-23677446 
— V — www.schandgroup.com; e-mail: schand@vsnli.com 


— Our Network : Ahmedabad Ph: 079-27541965, 27542369, Bangalore Ph: 080-22268048, 22354008, Bhopal Ph: 0755-4274723. 

S.C Chandigarh Ph: 0172-2749376, 2749377 Chennai Ph: 044-28460026. Cuttack Ph: 067 1-2332580-81, Dehradun Ph: 0135- 2740889, 

. HAND 274086, Guwahati Ph:0361-2514155 , Hyderabad Ph: 040-24744815, 24651135, Jaipur Ph:0141- 2709153 

empowering minds Jalandhar Ph:0181-2401630, Kochi Ph: 0484-2381740, Kolkata Ph: 033-22367459, Lucknow Ph: 0522-2626801 2284815 
Mumbai Ph: 022-22690881, 22610885, Nagpur Ph: 0712-2723901, Patna Ph: 0612-2300489, 2302100 





B INDUSTRY 


FDI in Telecom 








India's Skewed Policies 


The dispute among partners in two major telecom companies have brought 


to the fore the loopholes in the Indian telecom policies. 


nstead of battling it cut in the mar- 

ketplace against competitors, the 

major shareholders of two telecom 
companies have been fighting among 
themselves. While the Tata-Birla 
scuffle (which is a fight among the pro- 
moters of Idea Cellular in order to gain 
greater control over the company) has 
ended recently with the Birlas buying 
the Tatas' entire stake in the company, 
the fight of the Ruias of Essar (which 
has stirred up a hornet's nest over the 
sale of Hutch's stake to Orascom, an 
Egyptian company) still continues. 
Apart from the commonality that is 
obvious from the two cases that the 
shareholders are trying to better their 
financial prospects by increasing their 
stake in the now lucrative telecom 
business, another striking similarity 
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is that both had asked for government 
intervention instead of solving it 
among themselves. These disputes 
have raised questions about Indian 
telecom policies, which according to 
market analysts, are outdated, contra- 
dictory and vague. 


The Idea case 

The crux of the Birlas’ argument was 
that Tatas hold more than 10% stake 
in Tata Teleservices and at the same 
time hold 32% of Idea Cellular which, 
according to Indian telecom policies, is 
illegal. The Birlas cited the Unified 
Access Service License law (UASL) of 
the Indian telecom policy, which states 
that “no single company or legal per- 
son, either directly or through its asso- 
ciates shall have substantial (10% or 


more) equity in more than one license 
company in the same service area”. 
They asked DoT to intervene and order 
Tatas to exit Idea. In their defense, the 
Tatas argued that there is no single le- 
gal entity called the Tata Group. They 
said that it is the Tata Industries that 
hold 32% stake in Idea Cellular while 
holding only 4% in Tata Teleservices. 

Previously, Tata Industries had a 
stake of more than 10% in Tata 
Teleservices. But they brought it down 
to 4% in order to comply with the 
UASL regulations. Shares of Tata 
Teleservices have been transferred to 
other group companies and it is per- 
fectly legal to do so as no Indian law 
says it cannot be done. The UASL law, 
although has good intentions to curb 
monopoly, cannot be implemented in 
such a scenario. The Tata-Birla case 
clearly highlights how a group com- 
pany can be used to warehouse shares. 
Even if the government made a deci- 
sion to call the entire Tata 
shareholdings to be seen as one single 
group, the Tatas would still have a way 
out. For example, any close associate of 
the Tata Group, for e.g., a lawyer or a 
banker, can buy the shares through a 
loan financed by the Tata Group itself. 
However, the need for such a move did 
not arise since the Tatas have sold 
their entire stake in Idea Cellular to 
the Birlas at an attractive price of Rs. 
40 per share. 


The Hutch-Essar case 

While it was only a possibility to get 
friendly investors to transfer the 
shares in case of Idea Cellular, the 
same thing actually happened with 
Hutch-Essar. In order to bring down its 
foreign equity to 74%, the Hutchison 
Telecommunications International 
Limited (HTIL), the telecom arm of the 
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Hong Kong-based conglomerate, 
Hutchison Whampoa and a partner in 
Hutch-Essar, financed a loan to 
Analjit Singh and Asim Ghosh, two 
domestic investors, to buy shares of 
Hutch-Essar. Although the stake 
would be still under HTIL, a foreign 
company, it would be called a domestic 
investment under the law. The move 
hardly surprised market observers as 
it was a common practice for market 
players to use the indirect route to have 
control on a company. 

This issue apart, HTIL is involved 
in a more serious allegation by its part- 
ner, the Ruias of the Essar Group. The 
whole problem began in December last 
year, when Orascom Telecom Holding, 
an Egyptian company, bought a 19.3% 
stake in HTIL. The deal gave Orascom 
an indirect stake of 9.5% in Hutch- 
Essar while its partner the Essar 
Group holds 33%. Further, the deal 
also gave Hutchison Whampoa a ma- 
jority stake in Hutch-Essar, giving it 
the ability to nominate six members 
on the board. Using this advantage, the 
Hutchison Whampoa has promised a 
position for one Orascom representa- 
tive on the board of Hutch-Essar. 

The Ruias were upset because they 
were not informed about the stake 
sale. Even more frustrating for them 
was to have an Orascom representa- 
tive on board. They shot off a letter to 
the DoT and Prime Minister’s Office 
(PMO) protesting the sale of stake by 
their partner HTIL. The Ruias argued 
that the sale required approval from 
the government because since 
Orascom operates in Pakistan and 
Bangladesh, it can be a threat to the 
nation's security. Even the national se- 
curity agencies are protesting against 
Orascom's entry into India and are in- 
sisting on the review of FDI policies in 
telecom. 


FDI in telecom under scrutiny 

The two high-profile wrangles in the 
telecom industry have raised many 
questions about Indian telecom poli- 
cies, more particularly the FDI norms. 
The FDI limit in the telecom industry 
was raised from 49% to 74% last year. 


ng 


While the telecom 
industry is, no doubt, a 
crucial part of the 
nation’s security, it is 

not understandable 

why such restrictions 

are not levied in other 
equally important 

sectors like airlines 99 


Although the move was supposed to 
boost foreign investment in the sector, 
there is not much foreign investment 
coming in even after five months of hike 
in FDI. On the other hand, we have seen 
Indian companies selling out their 
stake to foreign companies in the lure of 
earning massive premiums, thereby 
transferring the control to them. Cer- 
tainly, there is a need to have a relook 
into the FDI policies. 

Another such clause required a 
company with 74% FDI to appoint resi- 
dent Indian citizen in important posi- 
tions like Chief Executive, Chief Fi- 
nancial and Chief Operating Officer, 
and other positions that the govern- 
ment may notify from time to time. 
This policy makes it extremely uncon- 
vincing for foreign companies because 
they have to consult serious Indian in- 
vestors (who hold at least 10% stake in 
the firm) and then decide who should 
run the firm while they are the largest 
stakeholders. While the telecom in- 
dustry is, no doubt, a crucial part of the 
nation’s security, it is not understand- 
able why such restrictions are not lev- 
ied in other equally important sectors 
like airlines. 

Several clauses in the FDI policy 
are also controversial. One clause 
states that no traffic within India will 
be circumvented through a foreign 
country. While it sounds absolutely 
perfect on the face of it, this particular 
clause is outdated in the Internet age 
because the Net uses packets to deliver 
information, which automatically 
chose the path with lowest congestion. 


Hence, it becomes meaningless for a 
subscriber to wait for a long time be- 
cause the direct route, say from Delhi 
to Mumbai, is busy when a route from 
Delhi to Mumbai via Singapore is 
freely available. 

Another clause requires that com- 
panies should not provide accounting 
information about Indian subscribers 
to other countries. While the primary 
purpose is to ensure that no other coun- 
try has access to Indian network, it has 
some unintended consequences. 

In a country like India, where IT and 
BPO sectors contribute a significant 
portion to the country’s GDP, it is im- 
portant to have international access to 
our network. If there are restrictions on 
the accessibility of the country's net- 
work, then India will be compromising 
on the growth of these sectors. 

Certainly, there are security issues 
involved in opening up the network. 
But we have to look at other countries 
like the US, which is more paranoid 
with security issues, to draw some les- 
sons on how they do it. The US allows 
remote access to its network after ana- 
lyzing, on a case-by -case basis, the 
safeguards such as authenticity of the 
affiliates, the authorized personnel 
that are cleared by the host country 
and so on. 

Nevertheless, the government has 
initiated steps to review certain 
clauses of the FDI policy. It is planning 
to make it mandatory for foreign stake- 
holders to get approval from their In- 
dian counterparts before making any 
sale of their stake. 

Further, DoT is planning to remove 
the obligation on appointment of In- 
dian directors on telecom companies 
with FDI of more than 49%. The In- 
dian telecom market is the fastest 
growing market in the world. The 
regulations are a vital element to en- 
sure this growth. It is hoped that the 
government will initiate reforms at 
the earliest.“ 


D Satish 
and Smita Deshpande 
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An exceptional Bull Run has 
propelled the BSE Sensex to zoom 
past the 12,000 mark with a sizable 
gain of 5,000 points in less than a 
year! Clearly, bulls seem to be in 
complete command. However, it 
would be financially perilous to 
assume that bears are in 
hibernation. For, occasional blips, 
though few and far between, do 
caution that bears are ready to 
retaliate. At a time when popular 
mood in the market is overtly 
buoyant, being a contrarian is not a 
bad idea, at all. 


t's ‘cruise control’ for bulls in the In 
d:an stock market. For, nothing else 
an explain a rise of 1,000 points in 
just 16 trading sessions and a meteoric 
rise of 5,000 points in less than a year! 
The phenomenal rise of Sensex, from the 
level of 7,000 touched in June, last year, to 
reach first, 11,000 in 29 trading sessions 
by March 2006, and then snapping a gain 
of another 1000 points in just 16 trading 
sessions to zoom past the 12,000-mark, 
tells it all — It's bulls all the way. 
However, as the Sensex continues to 
defy the law of gravity, the specter of a cor- 
rection in the offing also looms large as con- 
cerns about overstretching valuations rise. 
Whatis driving the market. in general, and 
the Sensex, in particular? The market 
buoyancy surely stems from strong eco- 
nomic fundamentals and corporate perfor- 
mances. However, overstretching valua- 
tions are a cause for concern. And the fact 
that the market is driven, above and every- 
thing, on the strength of strong liquidity 
adds to the growing skepticism. Amidst 
concerns, the question that pops up is, 
“how long will the party last?” 


Lever of liquidity 

In 2008, when the share prices began to 
move up after a long lull, though many 
observers believed this rise to sustain as 
it was a broad-based rally accompanied 
by wide-scale reforms in the stock mar- 
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Sensex 


— JA 


ket, even the most optimistic of analysts 
would not have thought that the 
country's widely-watched benchmark in- 
dex would, three years down the line, be 
at this level and still be going strong. 
However, as the bulls took charge, the 
market, in general, has not looked back. 

Of the factors that have propelled 
the Sensex to dizzying heights, liquidity 
remains a major one. Indeed, the grow- 
ing foreign portfolio investment in the 
country and record mop up by domestic 
mutual fund houses are the two major 
forces behind the increased liquidity in 
the market. Just take a look at the fig- 
ures: FIIs pumped in a record $10.4 bn 
in 2005 in the market while domestic 
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funds raised close to Rs. 42.04 bn 
through New Fund Offerings (NFOs), a 
majority of which were equity-oriented, 
which just added to the spurt. In fact, 
foreign inflows have seen a healthy 
trend in the last three years beginning 
2003 when FIIs investment in Indian 
equities rose sharply to $6.6 bn from a 
meager $0.7 bn in 2002. And since then 
the inflows have been continuously ris- 
ing; FIIs invested $8.5 bn in the Indian 
capital market in 2004. But what is 
driving this surge in liquidity? Satish 
Menon, COO, Geojit Financial Services, 
says that huge global and domestic li- 
quidity, attractiveness of the emerging 
markets and the Indian economy doing 











exceedingly well are the main factors 
behind the continued rally. 

And going by India’s success story, 
more foreign funds are knocking on its 
doors. According to market analysts, for- 
eign asset management companies, espe- 
cially in Japan, have found a lot of takers 
for their India specific funds. Duetsche 
Asset Management’s India Equity fund, 
which it marketed in Japan for $175 mn, 
is expecting the fund to grow to $900 mn 
by December 2006. A similar scheme 
launched by JP Morgan’s Japan arm gar- 
nered ¥15 bn within a month of its 
launch. An estimated $4 bn have been 
raised in Japan for Indian equity invest- 
ments in the last six months. The good 





news from India’s point of view is that for- 
eign AMCs are now looking beyond the 
Sensex companies to invest in. The hith- 
erto overlooked small-cap and mid-cap 
stocks could prove to be a welcome change 
for the foreign investors. Further, BSE’s 
mid-cap and small-cap funds have been 
outperforming the Sensex consistently. 

However, the pouring of FII invest- 
ments in the Indian market has been a 
worrying factor too. To some analysts, 
this is a stark reminder of the events that 
preceded the Asian economic crisis back 
in the late 1990s. Nonetheless, the FIIs 
have shown no signs of moving out what- 
soever. India Inc.’s success story, strong 
GDP growth projections, wide-scale re- 
forms expected to be carried out and the 
proposed investment in infrastructure 
are the factors that have played a key role 
so far. Further, the boom in the demand 
for consumer goods is likely to continue 
over the next few years, which will be a key 
driver of growth. With the government 
setting a target of 8% GDP growth for the 
next 3 years, there seems to be no stop- 
ping the Indian success story, at least in 
the medium-term. Already, this year, by 
March-end itself, FIIs have invested $4 
bn, which is almost equal to their entire 
ivestment in 1993 and more than half of 
their net investment in 2002. The growing 
FII investments in the domestic stocks 
illustrate the FIIs’ confidence in India 
Inc.'s growth story, which is not confined 
to just IT and the BPO sectors. Rather, 
it is their vote of confidence in the 
Indian economy, in general, and India 
Inc., in particular. 
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FIIs which remain a force of support and 
discipline for the Indian stock market 
ever since they were allowed to enter the 
country in 1993, maintain their positive 
long-term outlook on the Indian equities 
amidst concerns of a possible fightback of 
foreign inflows from the country. And 
their confidence has been vindicated by 
the recent fourth quarter results of top 
companies like Infosys and TCS, which 
has boosted market sentiment; both 
Infosys, which completes 25 years of its 
operations this year, and TCS have an- 
nounced bonus shares for their investors. 
HDFC Bank, which continues its 30% 
growth story, this time too, have also 
been instrumental in encouraging 
investor sentiment. However, much 
before the earnings season com- 
menced, the Budget came as a major 
sentiment booster to markets with 
both the major indices namely Sensex 
and Nifty scaling new lifetime highs at 
close; the Sensex gained 88 points 
before reaching the new closing high of 
10,370.24. Investors cheered the 
optimistic economic outlook presented 
in the budget as well as various 
measures announced to enhance spend- 
ing on infrastructure such as roads, ports 
and airports; further, announcements 
that trading in derivatives will no longer 
be treated as speculative transactions 
for the purposes of income tax, and 
amendment to the Securities Contract 
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Regulation Act to include trading in 
securitized debt (including mortgage- 
backed debt), gave a fillip to the market. 
In another positive step the budget an- 
nounced to make dividend tax-free in case 
of close-ended equity funds too, on par 
with open-ended equity funds; though an- 
nouncement of a hike in Securities Trans- 
action Tax (STT) did dampen the mood to 
some extent. 

Nevertheless, India Inc.’s consolida- 
tion drive, particularly, global acquisi- 
tions, signing of mega outsourcing con- 
tracts, solid quarterly performances dur- 
ing the three quarters of the fiscal 2005- 
06 and expectations of a robust perfor- 
mance in the last quarter of the fiscal 
have continued to drive the market to new 
heights. What has added further to the 
sentiment is the expectation of a robust 
GDP growth of 8-10%. 

No doubt, all these things have added 
to the buoyant mood on the part of inves- 
tors, including foreign portfolio investors. 
A recent report by Citigroup, titled “A 
year of Transitions: Market Implications 
for 2006 and Beyond” identifies three 
broad themes that continue to drive 
growth in India. They are—investments 
led by infrastructure spending and a 
pickup in corporate capital expenditures, 
urban consumption led by services and 
retail credit; and outsourcing in sectors 
such as auto and auto components, phar- 
maceuticals and engineering goods. The 
report adds that an encouraging develop- 
ment expected to continue in 2006 is the 
emergence of new dynamism in textiles, 
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Sign of a Mature Market 


Unlike the other bull runs in the history of Indian 
capital markets, this bull run appear to have put 
Indian equity market at a matured platform. For 
the first time in its history, according to Eco- 
nomic Times report, one of the important indi- 
cators of matured markets, the ratio of Mcap 
(market capitalization) to GDP (gross domestic 
product) has moved to ‘1:1’ for Indian Equity 
markets where both Mcap and GDP are hover- 
ing around Rs.32,00,000 crore. Interestingly, 
since the beginning of the present bull run 
which started in April 2003, the ratio has 
moved from 2896 to current 10096 indicating 
that India's equity market is maturing fast. With 
this sensex , now joins the big league of Dow, 
Nikkie and Footsie., etc. 


The Mcap to GDP ratio is considered as an 
important parameter which helps in gauging 
the degree of financial maturity in a country and 


real estate, medical tourism, emission 
trading, branded jewelry and outward 
FDI, all of which have an impact on either 
growth or the balance of payments. Hans 
Goetti, Director, Citigroup, was recently 
quoted as saying that in the long run we 
remain bullish on the domestic demand 
theme in Asia across-the-board and the 
same applies to India. “India fits very 
nicely into Asia in the sense that, India is 
the most attractive growth story for the 
next five years," he said. In fact, a host of 
reports by other FIIs on India too have 
portrayed an optimistic future for Indian 
equities though they have added a word of 
caution or two as well. Portraying a simi- 
lar picture, the world's renowned invest- 
ment management firm, Fidelity, in its 
report titled, “Long Term Market Drivers 
— À Recap” highlights that secular growth 
drivers in the Indian market suggest a 
positive outlook for Indian equities. The 
report further adds that though volatility 
is here to stay, a long-term approach is 
essential to harness the Indian market 
opportunity. 

However, the optimism, on the part of 
FIIs, is mixed with caution as well, as re- 
ports by Merrill Lynch and CLSA suggest. 
The report, “India: Where to Hide in the 
Market Correction?" cautions that the 
country is likely to see a slower earnings 
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the dependence of the economy on the equity 
market. The ratio is used, to compare economic 
performance as economic growth is reflected 
in the market capitalization. 


growth and rising interest rate environ- 
ment next year. However, valuations have 
yet to adjust to a more challenging funda- 
mental environment. The venerable in- 
vestment bank thinks that the glory days 
of earnings growth might be behind us as 
it expects the same to slow down from 
25% over the past three years to a more 
moderate 15-17% in FY07. It further 
warns that since India has been a consen- 
sus overweight market for FIIs over the 
past 30 months, it is vulnerable to a dete- 
riorating global liquidity environment. 

CLSA's report on India titled, “What 
Could Go Wrong?" too expresses similar 
concerns. The report cautions that while 
stock discounting is based on sustained 
high growth, earnings growth is moderat- 
ing. It cites sluggish progress on reforms, 
oil-price pressure and strained infra- 
structure as potential dampeners on 
long-term growth of the market. As, the 
FIIs believe, India is now considerably 
more leveraged to a reversal in global-risk 
appetite, it advises investors to reorient 
their portfolios to visible growth and 
strong micro stories. 


But valuations are a concern 

However, the P/E (Price-Earning) factor 
still weighs heavily on the minds of inves- 
tors, notably individual investors. It is not 
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unfounded though. According to many 
market analysts, India with a P/E mul- 
tiple of 17 is now among one of the most 
expensive markets in the world. In fact, it 
is also one of the most expensive markets, 
globally, in terms of P/B (Price-Book) ratio 
with a P/B of 4.5. India is still trading at 
the highest P/E ratio in the world, sug- 
gests a study by Financial Express. The 
study adds that what puts it at a disad- 
vantage further vis-a-vis other emerging 
markets like Korea is the fact that on the 
basis of RoE, with a figure of 22%, India is 
clearly the most expensive market in the 
Asian region. Many market analysts now 
express concern over the growing P/E lev- 
els as they see limited potential in the 
near term. 

A section of analysts attribute the 
sharp rise in P/E multiple to the strong 
growth expectations and a re-rating of In- 
dian equities. According to the CLSA, at 
an aggregate level, the Indian equity mar- 
ket has re-rated significantly and is now 
among the most expensive markets glo- 
bally. In terms of PB, India is right at the 
top, reflecting the market's belief that high 
RoEs are sustainable. With a dividend 
yield of a meager 2%, which is the lowest in 
Asia, investors appear to be willing to 
forego current return for superior longer 
term growth. So the bottom line is clear: 
For the moment, foreign investors are 
likely to have faith in the Indian growth 
story, but 2006 is likely to be a tough year, 
the foreign brokerage cautions. 

However, the views on P/E levels are 
divided. For instance, according to the Fi- 
delity report, despite the market's rise, P/ 
E multiples still appear to be reasonable 
at 15x FY06 estimates versus the long- 
term average of 18.4x. Others like Goetti 
of Citigroup too dismiss the concerns over 
valuations. In an interview with a leading 
Indian business daily, he said that if we 
measure the markets, we could argue 
that by 1992 India had 40 times earnings 
and once the restrictions on foreign invest- 
ments were lifted in 2000, the country 
had 30 times earnings, that was during 
the IT bubble. “India is at 17 times earn- 
ings now, so it is only expensive compared 
to other Asian markets. Inflation is pick- 
ing up, but that is across the region and 
that means the interest rates will go up. 
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That is the tactical side," commented 
Goetti. However, he advised that if one 
wants to benefit in the near term, one 
would have to look at fund flows, and the 
two countries that stand out are Korea 
(where there is a massive shift of domes- 
tic savings to equities) and India (where a 
similar thing took place during October, 
when foreigners were selling and domes- 
tic funds were buying). So, that is a very 
encouraging sign and hopefully a sign of 
what will come in future. “The valuations 
in general across Asia are low and I would 
think that in India we have an emerging 
story about consumers, bank lending and 
consumer lending. So, that is where we 
will put our money,” he reportedly ob- 
served. The example of Korea stands out 
among the other emerging nations as the 
country’s stock market saw a growth of 
close to 40% not because of a strong 
economy, but because of a shift in investor 
savings to equities from other investment 
avenues. Goetti believes this is some- 
thing that will happen in onecountry after 
another over the next few years. In his 
words, “So the participation of the domes- 
tic investors becomes extremely crucial 
everywhere.” 

Surely, though the current P/E of the 
market is around 16 the projected P/Es 
for 2006 and 2007 stand at 15 and 13 
respectively, which does make the Indian 
market the costliest amongst the emerg- 
ing economies. Many experts feel, the fact 
that the economy is well on its way to 
achieve the growth targets for the coming 
few years is expected to keep the economy 


at the top of the emerging economy heap. 
“Market is definitely not cheap, but at the 
same time it is also not over-heated and it 
is expected to do well in the long run, pro- 
vided Indian economy continues to do well 
and the global affection towards emerg- 
ing markets continues.” 


Rising expectations — How good is it? 
As the Sensex continues to scale new 
heights, surely, it has led investors' expec- 
tations to rise further. And this is some- 
thing which may not be desirable. Accord- 
ing to Morgan Stanley Growth Fund re- 
port, while in aggregate terms, the Indian 
equity market continues to closely track 
the performance of other emerging mar- 
kets, the breakdown of returns reveals 
one important point of distinction. “At the 
start of the current bull market in April 
2003, India had a similar P/E ratio as 
emerging markets, but now India trades 
at a significant premium. This change re- 
flects both a stronger increase in the earn- 
ings of other emerging markets as well as 
higher investor expectations out of India." 
It further said that the relative expen- 
siveness of the Indian market is one rea- 
son why some investment analysts are 
nervous about the Indian equity market's 
outlook in 2006. While investing is a more 
complex game than merely comparing P/ 
E multiples and then expecting some re- 
sulting convergence, it is always impor- 
tant to know where the market stands. 
And the message out of the marketplace 
is that investors expect more out of India 
than most other emerging markets, 
which is a positive statement in current 
terms; but it also suggests that there is 
less room for disappointment hereafter. 
That means, to catch up with such north- 
bound valuations, India Inc., has to per- 
form, which at least matches investors’ 
expectations if not bettering it. In other 
words, the onus is on corporates to deliver 
performances to justify the soaring valua- 
tions. However, investors would do well to 
pay heed to the old saying which suggests 
what goes up must come down. @ 


Amit Singh Sisodiya, 
and Sailaja Mannava 
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Contra Funds 


A New Investment Driver 


To differentiate from their peers, some of the mutual funds have come up with contra funds based on contrarian thinking. 





ith a view to safeguard the in 
vestment portfolio of inves 
tors, mutual funds are coming 


up with new concepts. One such new con- 
cept is called *contra fund". In order to 
book profits, one has to select a stock 
which has yet to realize its full potential. 
This is precisely what the contra funds 
aim to do as they acquire stocks based on 
a "contrary" approach. 

Thanks to the bull run there is heavy 
investment in the stock markets by more 
and more retail investors, which is in- 
creasingly becoming a risky business. 
Hence, most of these investors prefer go- 
ing through the mutual fund route. 

There is a possibility of some stocks 
getting overlooked by investors due to 
short-term goals. Investors would be get- 
ting higher returns if they invest in these 
underrated stocks, which give good re- 
turns in the long-term. However, for this 
they need to wait for a longer period. It 
was clearly evident from the US market 
crashes. The research revealed that con- 
tra portfolio gave an annual return of 1996 
over a period of time, while winner's port- 
folio gave a negative return of 5%. In In- 
dia, a similar trend was observed in BSE 
200 during 2000 and 2005. The stock 
prices would increase when stock mar- 
kets realize the fundamentals. The inves- 
tors would be investing in those stocks 
that were not chased by others and would 
be able to get the stocks at lower prices. 


The investment 

Contra fund is a diversified equity fund 
where the fund manager invests in the 
stocks of various companies from differ- 
ent sectors. These stocks are underval- 
ued, but have good fundamentals and the 
investment is made on the belief that the 








stock prices would increase in future. The 
concept follows a contrarian view of in- 
vesting funds. Usually, contra funds look 
at the stocks that have fallen 5096 from 
their peaks. Fund managers deliberately 
invest in those stocks whose prices are 
below their intrinsic values, expecting 
that their prices would not fall further. 

A typical investment ranges between 
75-100% of the total investment portfolio 
in stocks. Whether the capital market is 
bullish or bearish, contrarian investments 
continue to benefit investors by creating 
wealth in the long run. AK Sridhar, CIO, 
UTI Mutual Fund, says, “The Contra 
funds are positioned for that class of inves- 
tors whose investment period is 3-5 years 
and who would like a quality portfolio at 
reasonable valuations". Fund managers, 
with a view to maximize returns for the 
investors, may or may not go against the 
market investment portfolio. 


Asan investment opportunity 

Generally, contra funds charge the inves- 
tors with entry and exit loads, a fee that is 
charged at the time of investment and 
disinvestments. Though a few companies 
avoid charging entry load during the sub- 
scription period, exit charges are levied 
where the investors sell their investments 





NAV*  NAV* 
Chola Contra ^ February 2006 1031 10.92 
Kotak Contra July 2005 13.38 1454 
Magnum Contra July 1999 31.03 3473 
Tata Contra October2005 10.66 12.13 
ING Vysya ATM February 2006 10.07 10.89 


* On launch date; * On April 7, 2006 
Source: AMFI 








within six months from the date of pur- 
chase. Hence, these funds become more ap- 
propriate for long-term investors to avoid 
load burden. 

Contra funds provide an opportunity to 
invest in fundamentally sound companies 
whose stocks are not favored at a given 
point of time. However, the value of such 
stocks increases once the markets recog- 
nize the fundamentals. Investments in 
particular sectors can be made, for which 
the future growth is promised. Mutual 
funds can get the stocks at very low prices 
as the chances of further reduction in the 
price would be low. 

Although SBI's Magnum contra was 
launched six years ago, the bullish stock 
market saw few more fund managers 
launching contra funds in recent times. 
Players like Kotak Contra, Tata Contra, 
UTI Contra, Chola Contra, and ING Vysya 
ATM entered the market recently. A few 
more big players have also expressed their 
willingness to enter this market. Contra 
funds are quite popular and are performing 
well overseas. Commenting on the perfor- 
mance of contrarian strategy in India, 
Sridhar says, “Superior/inferior perfor- 
mance ofthe contrarian strategy works well 
if applied to historical data". 

In the current bull market, these funds 
may be unattractive in the short run based 
on the nature of their investments. But in 
the long run, the returns generated by 
these funds could be much more than any 
equity diversified funds. With growth pros- 
pects expected for the mutual products, 
Contra fund is also set to succeed. «^ 


D Satish 
and Surendar Vaddepalli 
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Capital Account Convertibility 


Is India Ready for the Game? 





Looking at China that is sitting pretty 
with forex reserves of $850 bn, no 
one should get tempted to say that 
CAC is essential for attracting 


foreign capital. 








very now and then, someone or 

the other from India initiates de- 

bate on Capital Account Con- 
vertibility (CAC). This time it has come 
to the turn of the Prime Minister when he 
said: “I have requested Finance Minister 
and the Reserve Bank of India to revisit 
the subject and come out with a road 
map on CAC based on current realities.” 
The surging Forex reserves that have to- 
day touched US $154.2 bn is perhaps, 
what he had in mind when he said 
“based on current realities”. Before get- 
ting deep into the debate let us see what 
economists have got to say on CAC. 


CAC simply means freedom to a resi- 
dent zo convert his local assets—be it 
physical or monetary—into foreign as- 
sets and vice versa at market-deter- 
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mined rates of exchange. Market-ori- 
ented economists putatively advocate 
CAC for a plethora of benefits: it maxi- 
mizes the efficiency in the use of capital 
across the world; it enlists macroeco- 
nomic discipline and, thereby, makes 
capital markets behave and respond to 
such policy shifts; compels governments 
to supervise financial systems and regu- 
late them well; eliminates discretionary 
powers of bureaucrats that in turn can 
eradicate corruption from the corridors of 
the financial system and, finally affords 
freedom to individuals to dispose of their 
income and wealth as they deem good in 
their interest. In fact, in 1998, Fisher 
predicted that no one could avoid em- 
bracing capital account liberalization as 
all the most advanced economies of the 
world are already with open capital ac- 
counts and it is only a question of time 
before the rest liberalize their capital 
account transactions. 

But the Southeast Asian financial 
crisis simply put the “Capital Account 
Convertibility" on the backburner. It 
shifted the emphasis to caution. Critics, 
armored with the fall-outs of the Asian 
crisis, have argued that capital control is 
the most wanted mechanism to mitigate 
volatility in international capital mar- 
kets and to maintain the autonomy/sov- 
ereignty of national policy. 

Admittedly, the economic profession 
knows a great deal about current account 
liberalization and its desirability, and 
effective ways of liberalization, but 
knows very little or nothing about capital 
account liberalization. This school of 
thought is, therefore, asking for order 
both in thinking about and policy fram- 
ing on capital account. It is also argued in 
many quarters that capital account lib- 
eralization has got many costs embed- 
ded in it, the shocks of which are beyond 
the capacity of developing economies to 


absorb. It is being increasingly felt that 
capital account liberalization makes ad- 
ministration of the monetary policy 
more complex by constraining the level of 
the domestic interest rate. It throws ex- 
change rate management out of control 
besides reducing the already poor tax 
base of a developing country. 

Professor Jagdish Bhagwati, the 
noted economist of Columbia Univer- 
sity, forcefully but persuasively warns 
the whole world not to equate the ben- 
efits that are likely to flow out of free 
mobility of capital with the benefits aris- 
ing from free trade, for they are not analo- 
gous. Obviously, all those benefits that 
flow to society from the principle of “com- 
parative advantage" in production and 
exchange of goods do not readily trans- 
late into similar benefits from the ex- 
change of currencies. He drew the atten- 
tion of the world to the fact of the avail- 
ability of enormous quantum of histori- 
cal database to establish the flow of ben- 
efits from free trade, while it is abys- 
mally low with regard to free flow of capi- 
tal. Hence, he warns that the weight of 
evidence and the force of logic point to- 
wards a policy that restrains capital 
flows rather than allowing its free flow. 


CAC and emerging economies 

It is commonly believed that CAC 
makes a developing country’s economy 
highly vulnerable i.e., when something 
goes wrong, then suddenly a lot goes 
wrong, as it had happened during the 
Asian crisis. Free flow of capital from in- 
ternational markets into a developing 
economy is usually guided by a "feel good 
or bad-equilibrium" of an economy. The 
“sood-equilibrium” created by the high 
confidence and growth in economy acts 
as a “pull-factor” for capital inflows—as 
is currently happening with us—while a 
reverse of it results in outflow of capital. 





Indeed, this is what happened in South- 
east Asian countries during 1997. Once 
the equilibrium is shifted from good to 
bad, owing to lowering of confidence in 
their pegged-rate currency system and 
fall in exports growth, nothing could stall 
the flight of capital from these countries. 

Neoclassical economists, of course, 
counter it by arguing that CAC “is a wel- 
fare enhancing mechanism.” Their con- 
tention is that in a liberalized environ- 
ment, international financial markets al- 
low residents of different countries to pool 
various risks because of which a country 
suffering a temporary recession or natu- 
ral disaster can as well borrow abroad. 
This is also considered to be a boon for 
developing countries who suffer from poor 
capital formation, as they can borrow 
from global markets to make invest- 
ments and promote economic growth. In 
recent years, this neoclassical explana- 
tion is criticized on the ground that global 
capital markets are victims of adverse 
selection and moral hazard. It is, there- 
fore very difficult to know precisely when 
outcomes will switch from good equilibria 
of rapid growth fueled by capital inflows 
to bad ones with the accompanying wide- 
spread capital flight, precipitating deep 
recessions. Thus, it raises the crucial 
question: Whether the longer run macro- 
economic benefits of “allocative effi- 
ciency” outweigh the instability costs of 
capital account openness? 

Even the findings of Sebastian 
Edwards and Geoffrey Garrett reveal: 
countries can only reap the efficiency 
benefits of capital account liberalization 
without incurring its instability costs 
when they possess prudential financial 
sector institutions that establish regula- 
tions for capital adequacy, reserve re- 
quirements and the like, monitor closely 
the behavior of actors in the financial 
sector, and are transparent to the out- 
side world. The study also comments 
that this type of prudential regulation 
has almost become a commonplace prac- 
tice in the OCED, while it is woefully 
missing in developing countries. 


Options before India 
The current level of foreign exchange re- 
serves give a feeling of adequacy and lots 


of comfort since they are as stated by 
Lawrence Summers, Chairman, 
Harvard University, in excess by 15% of 
our requirements, and hence encourage 
the idea of CAC. Secondly, India, as ob- 
served by the Prime Minister, having 
had free-trade agreements with 
SAARC, Singapore, Thailand, and 
ASEAN and working on similar ar- 
rangements with Japan, China and Ko- 
rea, wants to capitalize on the new 
growth avenues opened up by simplify- 
ing regulatory and approval procedures 
and reducing transaction costs. In such a 
scenario it is expected that by CAC lots 
of foreign capital can be attracted into 
the country which can be invested for im- 
proving productive efficiencies. These 
improved productive gains are expected 
to strengthen the Indian rupee. This in 
turn is expected to result in attracting 
further capital inflows and, thus create a 
virtuous cycle of capital inflow. 

But the ground realities have a differ- 
ent story to tell: it is not mere liberaliza- 
tion of capital account convertibility but 
the sovereign ratings that determine 
capital inflows into a country. In other 
words, even by liberalizing exchange 
regulations, Indian corporates cannot 
access international capital at cheaper 
rates so long as its sovereign rating is 
below investment grade. Secondly, the 
economy should be strong enough to ab- 
sorb the capital inflows once CAC is al- 
lowed as otherwise, it may distort inter- 
est rate scenario in the country. For that 
to happen with no hiccups, we should 
have a robust debt market. It must have 
strength to absorb the increased inflows 
or outflows of capital (owing to free-con- 
vertibility) without causing excessive 
volatility in the yield curve; otherwise, 
monetary policy implementation will 
suffer a beating. Thirdly, for the rupee to 
become convertible it is not enough for 
the RBI to declare it as convertible, but 
there must also be willing holders of the 
rupee from outside India. There must be 
demand for the rupee from external 
sources for legitimate purposes such as 
trading and investment either in India 
or in other countries. Till then even if the 
monetary authority makes the rupee 
convertible, there may not be more in- 


Capital Account Convertibility 


flow of foreign capital than what is al- 
ready happening. Full convertibility sta- 
tus though brings India to the end of glo- 
balization, its success much depends on 
the strength of domestic economy and 
the institutions that keep it orderly and 
robust. Else, volatility in the exchange 
rate and interest rate behavior and fi- 
nancial instability will become the order 
of the day. 

This reality now raises a question: 
why then the Prime Minister and Fi- 
nance Minister are making a proposition 
for full convertibility when doubts exist 
about its utility? Is it that they want to 
make use of it as a platform to give an 
aggressive push for further reforms in 
the country? Logically, it looks so, for 
even the RBI holds an opinion that there 
are many other reforms that are to be 
put in place before going for full convert- 
ibility. For instance, fiscal deficit needs 
immediate attention. The Tarapore 
committee, appointed earlier, recom- 
mended that gross fiscal deficit must be 
contained at 3.5% of GDP before going 
fully convertible. As against this, the cur- 
rent gross fiscal deficit stands at 4.1% 
and is likely to come down to 3.8% by the 
next fiscal, which means that we are still 
far away from the recommended ideal 
situation for venturing into CAC. Simi- 
larly, as against the committee’s recom- 
mendation for a mandatory inflation 
rate of an average of 3 to 5% (for 3 years), 
the current inflation rate is at 4.4% and 
the Parliament is still not in the mood of 
mandating any inflation target. Even 
the gross NPAs in the banking system 
are still hovering at 5% plus. The only 
positive feature that we currently enjoy 
is the base of foreign exchange reserves 
in excess of six months import cover. 

In the final analysis it thus becomes 
evident that a lot needs to be done on the 
fiscal and monetary fronts before we re- 
ally open up for free flow of capital across 
the borders. Meanwhile, it may make 
sense to use the excess reserves for infra- 
structure development, as suggested by 
Lawrence Summers. ^^ 


— GRK Murty 
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3 Year Full-Time Campus Program 
2006-09 


School of Information Technology 





e Bangalore e Chennai « Hyderabad 


Highlights 


+ Competent and committed faculty 
e Focus on software application 


e State-of-the-art computer facilities with 
latest hardware and software 


« Well equipped Library facilities 
e Active industry interface 


e Two Summer Internship Projects of 
8 weeks and 12 weeks duration 
respectively 


e Computer Application Project (CAP) 
of 24 weeks duration providing 
"On-The-Job-Training" 

e Soft skills training 

e Merit Scholarships 

e Stipendiary Assignment Program 

e Bank Loans 


e Placement Assistance 


| Opportunity to get additional certifications from Oracle, Microsoft, IBM, SAP enhancing career opportunities 


Eligibility * : 
e Graduation (any discipline-English Medium) wtih 50% and above aggregate marks 
e Final year degree students awaiting examinations and results. 
* (Applicants with non-computers/non-mathematics background are required to undergo respective foundation courses). 


Selection : Through IMCAT (ISIT MCA Test) on May 27, 2006 at 59 test centers all over India. 








Classes from : July 03, 2006 


For Prospectus and Application, please send as DD for Rs.500 drawn in favor of 'ICFAI A/c ISIT’, 
payable at Hyderabad, to: Campus Programs Admissions Department (CPAD), ICFAI, 45, Nagarjuna Hills, Punjagutta, 
Hyderabad - 500082. Tel : 040-23435328/29/30/45. Fax : 040-23435347/48. Email: cpadhq @icfai.org 
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Japanese Banks 


On the Rebound 
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The Central Bank move to tighten the easy money could mean the end to 


one of the biggest financial free drive in modern economic history. 





t is now official! Japan's decade- 
long financial crisis is over and the 
sun is finally rising! The recovery 
mode of the economy continued through- 
out the year 2005 and strong improve- 
ments were observed in retail sales 
growth, trade performance, industrial 
output, and more importantly increased 
consumer spending as well as an im- 
proved bank lending. In fact, the global 
financial system is in better shape than 
in the past. For the first time in a decade, 
the US, Europe and Japan are growing in 
tandem complemented by the added 
benefit of strong growth in China, India 
and most of East Asia. 
The stock market and the real estate 
bubbles that burst in the early 1990s 


had two effects on Japanese banks, the 
pillar of the Japanese financial system. 
First, as banks held much of their invest- 
ment as equity shares in other compa- 
nies, the decline in the stock market 
caused the banking system's capital 
base to evaporate. Second, the sharp de- 
cline in land prices undermined the as- 
set side of the bank's balance sheet. Be- 
sides, the augmented bankruptcies of 
non-financial companies exacerbated 
the non-performing loans (NPL) prob- 
lem of the banking system. 


Revival in the offing 

The troubled banking sector almost col- 
lapsed at one point in 2003 after it 
poured loans into unproductive busi- 


nesses and, even worse, real estate 
deals. However, to clean the banking sys- 
tem, the Japanese government couple of 
years back injected funds into them to 
help write off bad loans because a 
healthier banking sector means more 
loans and economic growth. These devel- 
opments helped the sector and they 
drastically cut NPLs, which totaled ap- 
proximately $440 bn in 2002 by 50% and 
now have shown signs of returning to 
growth. In March 2006, first time in eight 
years, the Bank of Japan (BOJ) stated 
that the total amount of loans at all com- 
mercial banks rose. NPLs at leading 
banks fell from 8.4% in March 2002 to 
2.4% as of September 2005. Lending by 
Japanese banks after special adjust- 
ment grew by 1.3% to Y390.08 tn in De- 
cember of the previous year. The BOJ of- 
ficial stated: “The December data con- 
firmed that demand for loans is improv- 
ing on the back of the economic recovery, 
diminishing excess debts in the eco- 
nomic recovery, and diminishing excess 
debts in the corporate sector." The bank- 
ing system has been consolidating, and 
new products are being introduced, and 
computer systems upgraded to reduce 
transaction costs and improve customer 
service. 


Super-easy money? — No longer! 

Going by these developments, the emer- 
gence measures that were taken up in 
the past to revive the moribund economy 
were no longer effective in the changing 
environment, and required new eco- 
nomic policies. Accordingly, BOJ's gov- 
erning body declared that the economy 
was finally back to normal and so mon- 
etary policy should return to normal in- 
stead of following its earlier policy of 
holding short-term interest rates near 
zero. That policy was adopted in 2001 as 
an emergency measure to inflate prices 
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and prop up the country’s teetering 
banks. Mimicking the way the US and 
other central banks do, BOJ board voted 
to adopt a more orthodox policy of setting 
interest rates. On March 8, 1996, BOJ 
abandoned the super-easy monetary 
policy it had followed for five years. The 
Central Bank is very optimistic about 
the decision and was determined to act 
despite considerable political pressure 
to hold off. It will gradually raise interest 
rates and start to cut the excess cash in 
the banking system. 

All eyes are now on the central bank 
to see whether it can smoothly exit its 
crisis-era policy. Economists are divided 
over how much credit the bank and its 
policy deserve for reviving the economy. 
Though they appreciated it for prevent- 
ing a 1930s-style meltdown of the bank- 
ing system, many remain critical of the 
bank for not doing even more to end 
Japan's “late 1990s" of economic stagna- 
tion. 


The Central Bank made it clear that 
changes were in the offing, but left its 
policy largely unchanged for the immedi- 
ate future. However, since the Japanese 
have been big investors in the global fi- 
nancia! markets, there have been appre- 
hensions about the effect an eventual 
tightening in Japan could have on global 
financial markets. Market pundits say a 
sharp jump of interest rates in Tokyo 
could cause a sell-off in New York and 
London as Japanese investors dump for- 
eign stocks and bonds to take advantage 
of higher returns at home. These devel- 
opments worried global markets in the 
recent past, because interest rates near 
zero hac made it easy to borrow money in 
Japan and invest it elsewhere. Now, 
changes in Japan's Central Bank policy 
concerned investors in the US. Because 
tighter policy in Japan would dry up that 
investment flow, hurt the US asset mar- 
kets, and contribute to higher US rates. 
However, the Central Bank sent a 
clear message that the transition will be 
slow, saying benchmark interest rates 
will remain near zero for sometime, and 
that it will only gradually reduce the 
amount of liquidity in the banking sys- 
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Market pundits say a 
sharp jump of interest 
rates in Tokyo could 
cause a sell-off in New 
York and London as 
Japanese investors 

dump foreign stocks 

and bonds to take 
advantage of higher 
returns at home 9 3 


tem. Bank of Japan Governor, Toshihiko 
Fukui said in a press conference, “Inter- 
est rates will stay at zero for sometime, 
then stay extremely low and go through 
an adjustment period. It's up to the 
economy how much and when." The gov- 
ernor further added that the excess li- 
quidity in the financial system will stay 
unchanged at about Y30 tn (US$255 bn; 
214 bn) for March 2006 and that reduc- 
ing it to normal levels will take “a few 
months." This was echoed by Glenn B 
Maguire, Chief Economist at Societe 
Generale, Hong Kong, who expects the 
bank to hold off until December 2006 to 
start raising interest rates, but the 
bank's decision had been more aggres- 
sive and bold than most economists had 
expected. “It’s unambiguously good news 
for Japan. It signals that the dark days 
of deflation are behind us,” Maguire fur- 
ther added. However, economists sug- 
gest BOJ must tread carefully to avoid 
sending shock waves through the 
country’s recovering economy, and 
through world markets. 


End of the free ride 

The world is watching with desperation 
the movements of BOJ and its actions on 
the easy money. The Central Bank move 
to tighten the easy money could mean 
the end to one of the biggest financial free 
rides in modern economic history. More 
so, the unintended side effects of turning 
Japan into a huge pool of free cash for the 
rest of the world. Because, nearly half a 
decade of near-zero interest rates has 
driven individual investors as well as 
mega-banks to buy foreign stocks and 


bonds in search of higher returns. On the 
other hand, global markets have also 
gotten a free hand to carry trade, in which 
investors borrowed cheaply in Japan to 
invest elsewhere. 

The global financial markets are al- 
ready feeling the heat of BOJ’s directions 
on tightening the free money as long- 
term rates have jumped elsewhere since 
mid-January 2006. There are obvious 
reasons behind the behavior of Japanese 
investors, going by the size of Japanese 
overseas holdings. Japanese individuals 
and companies held overseas assets 
worth ¥107.7 tn, or $915 bn, at the end of 
2004, according to the Finance Ministry. 
The pace of Japanese investment over- 
seas has also been quickening since the 
last two years. According to BOJ statis- 
tics, Japanese investors bought about 
¥9.9 tn worth of foreign securities in 
three months, which ended in Septem- 
ber 2005; three times more than a year 
earlier. Economists say, “Any reversal of 
these huge flows of cash could have even 
broader ripple effects in the global 
economy. If money grows scarcer in the 
US, interest rates could rise there, too. 
This could lead to the far-fetched, but not 
entirely implausible scenario of the 
Bank of Japan deflating the US real es- 
tate market, as home buyers face more 
expensive mortgages.” 

Apart from the economic growth 
sustainability and demographic prob- 
lem, the most immediate challenge for 
the country is the normalization of inter- 
est rates. On the one hand, BOJ does not 
want to hike rates too soon for fear of de- 
railing the recovery; on the other hand, 
the excess liquidity in the banking sys- 
tem at present makes the probability of 
significantly higher inflation in the fu- 
ture. Looks like it’s a tightrope walk for 
the Central Bank as well as the policy 
makers because it’s decision could also 
have huge consequences for the country’s 
own $4.6 tn economy, which is finally ris- 
ing again. “4) 


- Krishna Kishore Puranam 
Former Associate Consultant, 
The ICFAI Univeristy Press , Hyderabad. 
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Stock Exchanges 


Gearing Up for Global Consolidation 





NASDAQ's unsuccessful trail and its 
subsequent purchase of stake in the 
London Stock Exchange have 
raised a flurry of speculations about 
consolidation of global exchanges. 


arding off potential acquirers 

has come to be the core busi- 

ness these days for Clara 
Furse, CEO of London Stock Exchange 
(LSE). Last year, she had seen off the 
Australia-based Macquarie, the Ger- 
many-based Deutsche Borse and pan- 
European exchange Euronext, which 
have either indicated interest or offered 
to buy LSE. And now, in less than four 
months, she drove off yet another bidder 
—this time it was NASDAQ, an Ameri- 
can bourse. However, NASDAQ did not 
give up; it purchased a 1546 stake in LSE 
and now stands as the largest share- 
holder and the strongest contender in the 
race for LSE. While the string of suitors 
and their bidding saga have highlighted 
the attractiveness of LSE as a takeover 


target, market analysts are hinting at a 
broader, more compelling phenomenon 
of exchange consolidation that is sweep- 
ing across financial exchanges all over 
the world. 


Industry evolution underway 

For good reasons, NASDAQ’s bid and its 
acquisition of a 15% stake in LSE had 
been a long time coming. Its origin lies in 
three trends—automation, demutu- 
alization and consolidation—that were 
evident in the exchanges worldwide. It 
all started with the gradual shift to- 
wards electronic trading that had a far- 
reaching impact on the economics and 
operations of these exchanges. As the 
users of exchanges, particularly the in- 
stitutional investors, became increas- 
ingly sophisticated, cost conscious and 
were always hard-pressed for speed and 
reliability in their transactions, ex- 
changes were forced to take a conscious 
measure to reduce human intervention. 
As a result, they slowly began moving 
from traditional trading floors to elec- 
tronic trading platforms. During the 
same period, many stock exchanges 
went public. For them it was an attrac- 
tive way to raise funds in order to sup- 
port the automation and expansion 
strategies. Exchanges have one by one 
abandoned their status as clubs and 
mutuals and went public. One useful 
consequence of demutualization was 
that it helped to create exchanges with 
clear governance structures and a motive 
to expand. 

The latest example is the New York 
Stock Exchange (NYSE) that recently 
completed a merger with Chicago-based 
Archipelago, an all-electronic trading 
system. In order to pay for the $10 bn 
acquisition of Archipelago, the world’s 
biggest stock exchange decided to shed 
its 213-year old image as a non-profit 


organization and went public by getting 
listed on its own bourse as NYSE Group 
during the same time. The exchange is 
currently following the “hybrid” system 
of trading and will move towards all- 
electronic trading after successfully 
implementing the hybrid system for a 
few years. Its arch rival NASDAQ too got 
Instinet, an institutional brokerage and 
electronic trading network, into its fold. 
On the other hand, the Australian Stock 
Exchange (ASX) merged with its deriva- 
tives counterpart, the Sydney Futures 
Exchange (SFX) to prepare itself for a 
tougher competition that might arise 
due to the consolidation trend. Similarly, 
the American Stock Exchange (Amex) is 
also taking concrete steps to become 
public and may also plan to expand soon. 
Even as a few bourses are taking se- 
rious steps towards consolidation, the 
industry is abuzz with speculations 
about the possible combinations. The 
two continental bourses, the Deutsche 
Bórse and the Euronext that have tried 
to tie up with LSE in the past, seem in- 
creasingly interested to merge with each 
other. The duo has exchanged meaning- 
ful glances and has been involved in 
merger talks since ages. But, this time 
around, the talks seem to be a little more 
serious. If the merger happens, it will 
have considerable pressure on LSE, 
which was till now resisting any serious 
merger talks. There are also chances 
that either of the continental bourses 
will come forward with their own bid to 
buy LSE. Earlier, on the NASDAQ's 
move to buy stake in LSE, market ana- 
lysts opined that it was more beneficial 
for LSE to merge with Euronext. 
Reasons are aplenty. Euronext beat 
the LSE by outbidding it to win Liffe, a 
derivates exchange, in 2001. Euronext 
will bring the much desired diversity in 
asset classes for LSE, which neither 
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Deutsche Bórse nor NASDAQ can. 
Euronext also established that, if 
merged with LSE, it could slash the op- 
erational costs to 60% and the earnings 
of the combined entity could go up to 
£140 mn per annum. Euronext, on its 
part, knows that there will be regulatory 
problems in case of a merger with 
Deutsche Bórse, and the road is clear for 
an LSE deal as the competition commis- 
sion has approved for a bid. There is a 
possibility that a deal can be achieved 
between LSE and Euronext, which may 
be a structured merger rather than a 
takeover by either party. There are re- 
ports that the world’s premier futures 
and options exchange Chicago Mercan- 
tile Exchange (CME), which has been 
eyeing LSE, may also lock towards other 
European exchanges. 

NASDAQ’s buyout of the 
Threadneedle investments’ stake in 
LSE has changed the entire scenario. 
First, it changed the valuations of LSE to 
around £3.1 bn (in its earlier bid, 
NASDAQ had valued it at £2.4 bn). 
Compared to the offer it made at 950 
pence a share, the present buyout stands 
expensive at 1,175 pence a share. Sec- 
ond, it has overtaken all other ex- 
changes—most importantly, its rival 
NYSE—in the run-up to the world's 
most attractive exchange. Now, any ex- 
change that wants to takeover LSE will 
find things tough as NASDAQ has now 
become the largest shareholder. However, 
NASDAQ too has several constraints in 
the short term. It cannot make a hostile 
takeover bid until September nor can it 
raise its stake to more than 30% in the 


36 g Chartered Financial Analyst g May 2006 


next six months. In future, it cannot even 
make a lower offer than the base price it 
has set through the purchase. 


The prospect of a trans-Atlantic 
merger 

No matter what, NASDAQ has sent a 
strong signal that it is a serious con- 
tender for LSE. Even if NASDAQ has 
withdrawn its offer, it has reserved the 
right to strike back with another offer af- 
ter six months. If NASDAQ is ever suc- 
cessful in its trial, the NASDAQ-LSE 
combine will create a trans-Atlantic 
stock exchange, and the world's second 
biggest exchange, next only to the NYSE 
Group, in market capitalization. The 
LSE-NASDAQ combine would list 7000 
companies with market capitalization of 
$7.3 tn. If a deal could not be achieved 
with LSE, NASDAQ may still try to tie 
up with any of the other European ex- 
changes, since it said that it has a keen 
interest in Europe. 

Further, even the NYSE made it no 
secret to disclose its expansion plans. 
There are chances that the Big Board 
may bid for LSE or any other European 
exchange. It will be interesting to see 
which ofthe two arch rivals will get which 
European exchange and at what price. 
NASDAQ's withdrawal from its offer 
seemed to have helped only its rival 
NYSE. It had the opportunity to emerge 
as a white knight by making a trump of- 
fer for LSE that, although a little expen- 
sive, would have made it easier to win 
over the LSE's management. The Big 
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Board, instead, chose to play the waiting 
game, and that has not paid off well. Al- 
though LSE’s share price had cooled off 
from £12 levels following NASDAQ’s 
withdrawal, it is again on the rising 
mode. Instead, NSYE may look towards 
any other exchange in Europe like 
Euronext and Deutsche Börse. 

Hence, the question is no longer 
about the occurrence of a trans-Atlantic 
merger. Rather, it is about the best way 
to handle such a merger and the result- 
ing inter-continental exchanges. One is- 
sue that can derail any merger is strat- 
egy. Mergers with clear strategies only 
will succeed. For example, LSE wants to 
diversify its asset classes. For it, a 
merger with Euronext would make more 
sense than with NASDAQ. Another is- 
sue is concerning regulating. There could 
be some serious questions about who 
should regulate the combined entity and 
how. Earlier in 2002, when NASDAQ 
had raised a similar bid to takeover 
LSE, the same issue of regulation arose 
and as no compromise could be achieved 
between the American and European 
regulators, the deal did not proceed fur- 
ther. This time around, it looks like par- 
ties on either side are willing to cooper- 
ate and arrive at a solution to this prob- 
lem as global consolidation of stock ex- 
changes looks more compelling. 

However, much will depend on how 
the merging exchanges plan to integrate 
their operations. According to industry 
experts, the combined entity with two 
separate trading operations would re- 
quire little regulatory changes. But if the 
idea of single trading platform is 
adopted, it may not be possible to have 
separate regulators for the two regions. 
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In such a case, regulators on both sides of 
the Atlantic may have a bigger role to 
play. Ir order to ride over the regulatory 
glitches, NASDAQ had proposed to 
leave LSE as an independent subsid- 
iary. But it is not certain whether it will 
stick to this in a future bid or if NYSE 
would like to do that. 

Another issue is of increasing the 
trading hours. No doubt, an inter-conti- 
nenta! bourse merger will ereate a huge 
stock market with unmatched liquidity. 
But, such a vast pool cf liquidity would 
be useful only if enough people are will- 
ing to participate. For example, the 
NASDAQ-LSE combine would facilitate 
trades from opening bell in London to 
closing bell in New York: roughly up to 14 
hours a day. But this may be just one 
case in point. Considering the coming 
wave of mergers in the industry, it may 
be possible that we are heading towards 
a 24-hour trading day. Exchanges will 
have to consider this fact and take appro- 
priate measures so that all the promised 
advantages of a trans-Atlantic merger 
would be delivered. 





All roads lead to London 
While there are talks of trans-Atlantic 
mergers and global consolidation, it looks 
like LSE is the exchange that everybody 
is interested in. The exchange is indeed an 
attractive suitor for exchanges worldwide. 
And why not be? It is the largest exchange 
in Europe and is a prized jewel in 
Britain's financial crown. In spite of its 
recent rally, LSE's valuations are still 
considered low when compared to its glo- 
bal counterparts. It is one exchange that 
attracts foreign listings that might other- 
wise end up in NYSE or NASDAQ. Its 
management is not only competent but 
also has the ability to span across time 
zones rather comfortably. Further, LSE 
has been the beneficiary of the tough 
Sarbanes-Oxley regulations that served 
to destroy the lure of a US listing. It is the 
best exchange for any company that 
wants to list itself outside the US mar- 
ket. Market analysts believe that its 
rather friendly regulations, lucrative 
clearing businesses and easy financial re- 
porting rules have helped LSE to attract 
more foreign listing on its bourse. Also, 
the cost of listing is very low when com- 
pared to the American exchanges. 
However, Furse and other members of 
the board are not worried over the growing 
number of bidders encircling LSE. Last 
year, they saw a string of suitors come and 
go and the share price of LSE kept on in- 
creasing. Having said that, LSE might 
have to wind up in the arms of another 
exchange, be it NASDAQ, NYSE, 
Euronext or Deutsche Bórse, as the trend 
of global consolidation is more compelling 
than ever. In that case, it would be a clever 
move on the part of LSE to take the front 
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lead to global consolidation, which will be 
more on its own terms, rather than falling 
victim to it. 

Amid these speculations, the share- 
holders of big exchanges are making 
merry, more than anybody else. Fueled 
by the rumors of mergers and acquisi- 
tions, the share prices of large ex- 
changes are skyrocketing. But what is 
driving this trend? Are the bourses 
wooed by the fortune that the merger 
will bring or is it the fear of being left 
alone in the bourse bachelorhood? Ana- 
lysts think that the latter is more likely 
to be true. They say that only LSE and 
NYSE are worth tying up with. Other 
exchanges like Euronext, NASDAQ and 
Deutsche Bórse are unlikely to bring 
dramatic profits to their partners, who- 
ever they are. One exchange that is cur- 
rently out of the picture is probably the 
Tokyo Stock Exchange (TSE), the 
world's second largest stock exchange. 
TSE is busy trying to mend the humili- 
ating mess it has created for itself after 
the fall of Livedoor, an internet com- 
pany. Its plans to demutualize are in 
disarray due to technological problems. 
However, backing on its huge trading 
volumes, upgraded technology and loca- 
tion, it hopes to be back on the scene. 
Whichever way it goes, consolidation of 
global financial markets is long overdue 
for those who want capital and those 
who have capital to supply. The era of 
national bourses may soon come to an 
end. (^ 

D Satish 
and Smita Deshpande 
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B INTERNATIONAL FINANCE 


Emerging Markets 


Coming of Age 





After the terrible performance in the mid-1990s, equities and bonds in the 
emerging markets have been outperforming the developed markets. 





ntil 2002, stock market invest 

ments in the emerging markets 

have destroyed the value for 
they underperformed to S&P index. 
However, in the current economic boom, 
the capital flows into emerging market 
equities are at record levels and bond 
prices are at an all-time high. As the 
emerging markets are increasingly be- 
coming the growth centers of the global 
economy, bonds and equities in the de- 
veloped markets are losing their sheen. 
Global investors are facing the reduced 
risk while investing in the emerging 
markets. Nevertheless, taking cue from 
history, investment in the emerging 
markets is daunting analysts, whether 
it is structural or cyclical. 


Making a comeback 
The emerging markets have seen several 
downturns in the aftermath of the 1994 





Mexico crisis, the 1997 Asian crisis and 
the 1998 Russian crisis. However, all 
these crises have been followed by invest- 
ment booms and have exposed their vul- 
nerability of these countries from emerg- 
ing economies to another country’s woes, 
and drop in global liquidity. During the 
2003-05 period, emerging market stock 
indicies increased by 165%. According to 
the estimates, emerging market stocks 
are still trading at 24% discount to the 
MSCI world index on a forward earnings 
basis despite their recent rally. 

The increasing number of pension 
funds, hedge funds and retail investors 
are pumping the huge capital into emerg- 
ing markets. Net inflows to the emerging 
market equity funds were at $20.3 bn in 
2005, which is five times higher than to 
2004. Surprisingly, the net inflows have 
touched $11.4 bn in January 2006, more 
than half of last year’s entire inflows. 


While net inflows to bond funds are $10.3 
bn the present investment wave is being 
carried out by the international pension 
funds, which are increasing their portfolio 
weightages in the emerging markets. Be- 
sides, the pension funds of emerging mar- 
kets are also investing heavily in their 
own markets, 

Thanks to the oil and commodities 
boom, the share of the emerging econo- 
mies in the world GDP is steadily increas- 
ing (measured at PPP). Some argue that 
capital flows into the emerging markets 
are still in their nascent stage, compared 
to the previous investment waves. Rich- 
ard Cookson, strategist at HSBC says, 
“The surprise for emerging markets is not 
that investment flows are too large. By 
historical standards, they are extraordi- 
narily meager.” In 1996, net private capi- 
tal flows at 3.5% of the receiving country’s 
GDP fell to 1.6% in 1999 and rose margin- 
ally to 1.7% in 2004. It will be slightly 
higher than that at present. Neverthe- 
less, for the past 10 years the average re- 
turns in the emerging market equities are 
5.8% which is below the US and Euro- 
pean markets returns, largely due to the 
macroeconomic crisis in these markets. 
In the past three years, emerging econo- 
mies’ growth has averaged about 6%, 
compared with 2.4% in the developed 
economies. 

A few years ago, the emerging mar- 
kets were plagued by current account defi- 
cits, overvalued currencies, insufficient 
foreign exchange reserves and weak regu- 
lations. Similarly, corporates were beset 
with weak balance sheets and poor corpo- 
rate governance practices. But, today, the 
economic landscape has changed drasti- 
cally with these economies having current 
account surplus, sufficient forex reserves 
and undervalued currencies. The rapid 
economic growth in the BRIC economies 
has also helped in changing perceptions. 
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Having the growing middle-class seg- 
ment and rising affluence of consumers is 
further fueling the demand for goods. 
Most importantly, the opening up of 
economies to the foreign direct invest- 
ments is considered as a major strategic 
change in the emerging markets. 

The global investors are bullish on the 
emerging markets, largely due to im- 
provements in the economic fundamen- 
tals coupled with low interest rates and 
inflatien, and the resultant reduction in 
the risks associated with the invest- 
ments in emerging markets. Excess glo- 
bal liquidity is causing the investment 
boom in the emerging markets and the 
ample supply of money is chasing the 
higher yield. Not only are the supply-de- 
mand dynamics affecting global capital 
markets, but the transformation of these 
economies has also been luring the inves- 
tors. On the other hand, the low interest 
rates prevaling globally have enhanced 
the capital flows to the emerging markets 
and benefited with reduced borrowing 
cost and refinancing of debts. For in- 
stance, the net indebtedness in South Ko- 
rea was reduced to 16% of equity from 
165% in 1997. The companies are better 
managed than they were a decade ago. 


investment risks 

As emerging markets are more depen- 
dent on commodities, there are cyclical 
threats to the current investment boom. 
Whether it is imports or exports, the com- 
modity cycles have a dramatic impact on 
these economies. Russia, Brazil and 
South Africa are more dependent on com- 
modities exports, and the cyclicality of 
commodity business is certain to harm 
the exports and the stock markets as 
well. Moreover, the Asian economies are 
heavily deperiding on exports to the US 
over the past few years due to increase in 
outsourcing and offshoring of the services 
and manufacturing to Low Cost Coun- 
tries (LCCs). As a result of high oil prices, 
housing prices and rising interest rates, 
the changes in the US consumer spending 
is more likely to affect the emerging mar- 
kets. Moreover, emerging ecomomies are 
more prone towards rise in global interest 
rates and liquidity in the global markets. 
Historically, rising interest rates in the 
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US have sucked the investments away 
from the emerging markets. Similarly, 
European rates are also rising and Japan 
has to abandon the zero interest rate re- 
gimes. These developments could prove to 
be a bane on the emerging markets. 


Rising global powers? 

Though India and China are having 
bright growth prospects, market forces 
are feeling the agony over high market 
valuations of the Indian markets, which 
fuel the demand for the asset prices like 
land and stocks. There is a general per- 
ception that Indian markets are already 
overvalued this time. Indian markets are 
commanding a P/E ratio of 19 compared 
with the average P/E ratio of 10-13 in 
other emerging markets. Investors fear of 
resemblances of the current stock mar- 
kets rally with the stock market bubble in 
Japan in the 1980s and Asia in the 
1990s. On the other hand, China’s rising 
input costs such as labor and commodi- 
ties and overcapacity can go against their 
manufacturing prowess. The underdevel- 
oped stock markets in which minority 
shareholders have no say in decision- 
making and banking system having huge 
NPLs are negative aspects for portfolio 
investors money. 

Though China’s underdeveloped fi- 
nancial system and India’s awful infra- 
structure are bothering the western in- 
vestors, they believe that they are more 
stable than ever and valuations are low to 
invest. It is always easy to find the stocks 
in Asia with long-term prospects and 
cash generating ability at the bargain 
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valuations. Perhaps, Global investors 
need to be cautious in selecting the coun- 
tries with the good economic fundamen- 
tals and avoiding overpriced stock mar- 
kets. For instance, in Egypt stocks have 
increased 13 times in the past three 
years, with capital flowing mainly from 
the Gulf rather than the structural 
changes or earning gains. 

The turbulent political climate in 
Thailand, Philippines, Brazil and Russia 
will surely impact the emerging markets. 
Still, there are signs that global investors 
are slowly coming out of the risks arising 
from political imbroglios in the emerging 
markets. For instance, in the Philippines, 
even after the emergency was declared, 
the foreign investors were the net buyers 
of Philippino shares. Similarly, the share 
prices in Thailand have remained resil- 
ient in the face of political turmoil. 

Historically, whenever one emerging 
market faced crisis, other markets’ stocks 
also fell down sharply. The investors are 
becoming more sophisticated than before 
and depend more on judging the emerging 
markets on their individual economic pros- 
pects and corporate earnings. Moreover, 
they are not in a position to assume that 
economic and political shocks in a single 
country will impact the prospects of the 
other emerging markets. However, Mark 
Mobius, President of Templeton emerging 
markets fund, says, “The defining charac- 
teristic of emerging markets is not the level 
of its real income—it is the political struc- 
ture and amount of corruption." There is ur- 
gent need for improving the political system 
in emerging economies. 

The emerging markets have come of age 
with reductions in financial vulnerability 
over the past four years. As booming emerg- 
ing markets are linked with their economic 
growth, analysts believe that these mar- 
kets are stronger than in the past. As size 
and economic impact of the emerging mar- 
kets affect the global economy swiftly, glo- 
bal investors can't afford to ignore investing 
in them. As The Economist reported, the 
emerging markets are “regaining their an- 
cient pre-eminence.” (^ 

N Janardhan Rao 
and Ravi Babu Adusumilli 
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E MERGERS AND ACQUISITIONS 


AT&T-BellSouth 





Dial 'M' for Merger 





The merger of AT&T and BellSouth rekindles the hope of a rebirth of Ma Bell 
after a painful disintegration about two decades ago and the recent spate of 
mergers. The $67 bn deal is also a stark reminder of the failure of the 


deregulation in the US telecom industry. 


This merger is a logical next step that 
creates substantial value for customers 
and stockholders of AT&T ar.d BellSouth. 

- Edward E Whitacre Jr. 
Chairman and CEO, AT&T 


in the history of the US telecommu 

nications industry, AT&T (SBC ac- 
quired AT&T in 2005 and adopted its 
name) and BellSouth are merging, in an 
all-stock deal worth $67 bn, to create a 
giant that would straddle across the en- 
tire telecommunications value chain in- 
cluding wireless, broadband, video, voice 
and data markets. “Technology changes 
and convergence are shaping a new com- 
petitive dynamic and creating tremen- 


I: one of the biggest-ever M&A deals 
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dous opportunity,” said Duane 
Ackerman, Chairman and CEO of 
BellSouth. “Were creating a company 
with much better capabilities to seize 
these opportunities while maintaining 
its strong focus on customer service and 
community involvement.” The combine’s 
complementary strengths “will improve 
our ability to provide innovative services 
to more customers while returning sub- 
stantial value to our owners and improv- 
ing our growth profile,” announced jubi- 
lant Edward E Whitacre Jr., the boss of 
AT&T, and the chief architect of the 
AT&T and SBC deal, a year ago. “To- 
gether, we will lead the way into a new 
era of converged and bundled communi- 
cations, video and entertainment ser- 


vices while also improving our ability to 
manage complex networks,” added a 
confident Whitacre. 

The deal, which involves AT&T pay- 
ing a premium of a 17.9% over 
BellSouth’s closing stock price on March 
3, 2006, comes close on the heels of two 
major deals involving the purchase of 
AT&T by SBC Communications and the 
MCT'5 acquisition by Verizon. Cheering 
the deal, many market analysts ex- 
pressed confidence that the deal would 
sail through. Nonetheless, some experts 
and consumer groups feel that the deal is 
bad for customers, while employees ex- 
pressed concerns over possible job 
losses. And such fears may not be un- 
founded as AT&T has already an- 
nounced a plan to lay-off ten thousand 
workers, post-acquisition. In fact, some 
industry experts, even express concern 
that the deal mania may see the ghost of 
monopoly raise its head again. “This 
merger becomes a critical flash point in 
this growing concern about the future of 
the Internet in the US,” said Jeff 
Chester, Executive Director for the Cen- 
ter for Digital Democracy, a Washington, 
DC-based nonprofit organization, in an 
interview with MarketWatch. “This deal 
is based on the ability of AT&T to control 
a huge sector of the broadband market- 
place. ... we see it as anticompetitive 
and undemocratic,” he lamented. Mean- 
while, some analysts even say that the 
current spate of consolidation means 
that consumers will be left with hardly 
any choice. According to a report in the 
Free Press, “The rapidly changing land- 
scape could leave AT&T and Verizon 
controlling two-thirds of all local-phone 
connections in the US." It quoted Mark 
Cooper, Director of consumer research 
for the Consumer Federation of America, 
saying: "Telecommunications has now 
gone from a regulated monopoly to an 





unregulated duopoly with just two major 
players.” Also, many critics say that the 
promises of enhanced, innovative ser- 
vices of the merging firms will be hard to 
materialize. Telecommunications com- 
panies, in general, haven’t been a source 
of innovation; the regional Bell compa- 
nies operated pretty much as monopo- 


lies in their own areas, and they behaved : 


accordingly. Innovation has instead 
come from IT companies or third parties 
such as Vonage and Skype driving adop- 
tion of VoIP before carriers jumped on 
the bandwagon. “We've seen them adopt- 
ing IP, but the innovation is definitely on 
the other side of the fence,” commented 
Gartner analyst, Kathie Hackler, in an 
interview with Information Week. 

Nonetheless, the rapidly changing 
telecom landscape in the US has created 
a different war-front among the tele- 
phone and cable companies. The battle 
for the consumer no longer depends on 
the size of the networks or the number of 
consumers a company has, but is based 
on who'can offer the most services at the 
cheapest rates — “bundle plays" as they 
are better known now. The havoc created 
by the non-traditional players like the 
cable and VoIP companies on the bread 
and butter businesses of the telecom 
companies, are the real factors driving 
the large scale M&A deals like the 
AT&T-BellSouth. 


Ma Bell - On a comeback trail 
AT&T is a company that lives by its 
numbers. 
-Jay Pultz 
Gartner Analyst 


Formed in 1885, AT&T gained monopoly 
in the American telecom industry in just 
22 years, and in its peak days employed 
around one million people. However, its 
monopoly lasting for close to eight de- 
cades came to an end in the year 1984 
when the telecom monolith was split 
into seven smaller firms, popularly 
known as baby bells. In the 1990s, eye- 
ing the lucrative computers business, 
AT&T acquired NCR Corporation. How- 
ever, AT&T was soon forced to spin off its 
manufacturing arm (Lucent Technolo- 
gies) along with NCR because of the US 


AT&T-BellSouth 


AT&T-BellSouth — At a Glance 





m Natural combination of two leading wireline providers and joint owners of Cingular speeds progress 


in integrated wireless/wireline services. 


m Substantial financial benefits for stockholders of both companies; an expected net present value of 
$18 bn in synergies resulting from a more than $2 bn annual run rate in synergies expected in 2008, 


growing to $3 bn in 2010. 


= Expect merger to be accretive to AT&T adjusted earnings per share in 2008, double-digit adjusted 
EPS growth in each of next three years (eamings adjusted for merger integration costs and 
amortization of intangibles) and significant growth in free cash flow after dividends in 2007 and 


2008. 


Telecommunication Act of 1996, which 
came into effect and deregulated the US 
telecom industry. The beleaguered giant 
struggled to resurrect itself as, in the 
quest of growth, it spent billions in ac- 
quiring cable companies with a plan to 
offer data and voice services to the cus- 
tomers, lured by the vision of convergence 
is king, which soon proved to be a costly 
illusion; however, as the hindsight sug- 
gests, it maybe that the giant was ahead 
of its times. 

A major reorganization in the year 
2000 saw AT&T again spin off its mobile 
and broadband businesses to function as 
independent entities — thus, forming 
AT&T Wireless Corp. and Liberty Me- 
dia controlling the cable assets. In 2002, 
Comcast acquired AT&T Broadband 
while AT&T wireless was sold off to 
Cingular Wireless in 2004. By this time 
the once mighty AT&T was left with 
nothing but huge infrastructure that was 
no longer profitable. AT&T was standing 
alone in a single business —the long-dis- 
tance telephony market, which was, at 
best, struggling. 

SBC, led by its Chairman and CEO 
Edward E Whitacre Jr., an engineer who 
grew up to lead the smallest of the baby 
bells, has, over the years, transformed 
itself into a takeover machine. Whitacre, 
known for his big-ticket acquisition 
deals, has in two decades rebuilt the rep- 
lica of the erstwhile AT&T. And, today, 
SBC stands at the threshold of a major 
change in the industry. Starting with 
Pacific Telesis (1997), Southern New 
England Telecommunications (1998), 
Ameritech (1999) then AT&T in 2005 
and now BellSouth, SBC in the year 
2005 even adopted AT&T's name sens- 
ing more brand value. ^Now, in 2006, the 


telecom industry is entering its third de- 
cade of change. The local phone compa- 
nies, who have quite a bit of competition, 
are gearing up for the fight of the century 
with the cable television companies," 
comments Jeff Kagan, the US-based 
telecom industry analyst. AT&T (AT&T, 
SBC, and BellSouth) and Verizon 
(formed by the merger of Bell Atlantic, 
GTE and NYNEX) with exception of 
Qwest, have created a duopoly in the 
American telecom industry, a situation, 
which many consumers may not approve 
of. Nevertheless, the coming together of 
AT&T and BellSouth rekindles the hope 
of a revival of Ma Bell. 


The Deal - A logical step 

It's hard to argue that the deal does not 

make sense. ; 
- Ben Silverman 
Telecom Analyst 


Driving this mega deal are factors like 
the potential of huge synergy gains on the 
back of the two firms' complimentary 
strengths, and access to vast geographi- 
cal markets, which would give substan- 
tial market power to the combine over 
rivals. Besides, the deal also gives the 
combine the capability to offer the full 
spectrum of services to its customers. 
The combine with over 300,000 employ- 
ees, 70 million local phone customers, 
and around $130 bn in sales, will be the 
biggest telecom company in the US. By 
consolidating the wireless business of 
Cingular, strong SMB (small and me- 
dium business) markets of BellSouth, 
and long-distance and VoIP businesses 
of AT&T with their complimentary net- 
works and non-conflicting businesses, 
the combine will have a vast range of 
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services to offer to the customers. Impor- 
tantly, a cross-country footprint covering 
22 states in the US, will allow AT&T to 
fend off competition more effectively. 

Post-integration, along with em- 
plcyee lay-offs, the combine will reap 
synergy benefits to the tune of $2 bn from 
2007 and $3 bn from 2010. Ben 
Silverman, Telecom Analyst with 
FindProft.Com says, "It's a smart move, 
one that has been in the works for a long 
time, and a deal that was previously only 
held up by regulatory threats." Gaining 
control of Cingular Wireless, the 
country's biggest mobile operator with 
54 million subscribers and which is 
jointly owned by AT&T and BellSouth, is 
a crucial factor in the deal. Jay Pultz, 
Vice-President and Distinguished Ana- 
lyst, Gartner, observes: "The deal stra- 
tegically makes a lot of sense as the 
combine would stand to gain the com- 
plete control of Cingular." With 
Cingular's revenues for 2005 amount- 
ing to one-third of the overall revenues 
of AT&T and BellSouth, it’s a cash cow 
for the combine. 

Further, the fully integrated wireless 
and wireline Internet Protocol network 
will enable the combine to offer a full 
range of advanced solutiens. This will 
help it quickly embrace the IP network- 
based technologies driving the American 
telecom industry. More importantly, 
competitors will now find it quite diffi- 
cult te replicate the kind of foothold that 
the combine has in the vast territory be- 
cause of the deal. “The big losers will be 
cable companies, as AT&T can now 
rollout fiber services in the states that it 
operates and the cash flew from the 
Cingular wireless could be put to good 
use into more fiber build outs,” notes 
Silverman. He further adds, “Verizon 
will be under more pressure as it will 
face an even larger peer.” Giving more fi- 
nancial muscle to AT&T, its lower opera- 
tional costs and operational expenditure 
will allow it to pass the benefits to the 
consumer—a vital factor in retaining ex- 
isting customers and attracting new 
ones. Pultz concurs, “The vast geographi- 
cal coverage in US will provide AT&T 
with more access assets than any other 
carrier and this gives them a big cost ad- 
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The issue of Net 
Neutrality arises against 
the background of the 
telecom industry’s 
argument that it needs to 
be able to treat different 
types of data differently 
in order to meet the 
demands of today’s and 
tomorrow’s high- T 


bandwidth traffic 

vantage as local access is the largest cost 
element of a typical nationwide busi- 
ness.” On the issue of regulatory ap- 
proval, industry experts feel that with 
the battle now being between the phone 
and the cable companies, the threat (to 
the deal) from the regulators could be 
less. If sailed through the regulatory 
hurdles, the deal, however, would pose 
significant challenges to their immedi- 
ate rival, Verizon. Analysts say that the 
AT&T-BellSouth deal effectively leaves 
Verizon, the second largest telecom com- 
pany in the US, to buck up by bidding for 
the 45% stake of Vodafone in Verizon 
Wireless and try to acquire the last of the 
remaining baby bells. 


Challenges to the deal 
Integration is a big challenge, but it is and 
will be happening to several competitors. 
— Jeff Kagan 
Telecom Analyst 


The challenges, however, abound for the 
combine. An awkward issue like the Net 
Neutrality, if enforced by the regulators, 
will force the combine to allow its com- 
petitors to use its network to run their 
own businesses without paying it a 
penny. Already, AT&T’s chairman 
Whitacre’s strong recommendation for a 
multi-tiered infrastructure for Internet 
access has kicked off the storm over the 
issue of Net Neutrality. “For a Google or a 
Yahoo! or a Vonage or anybody to expect 
to use these pipes for free is nuts!”— 
Whitacre told BusinessWeek in an inter- 


view last November. The issue of Net 
Neutrality arises against the background 
of the telecom industry’s argument that it 
needs to be able to treat different types of 
data differently in order to meet the de- 
mands of today’s and tomorrow’s high- 
bandwidth traffic. “Some products are 
only useful if they come as a constant bit 
stream, like IP TV, video gaming and, toa 
lesser extent, voice over IP,” said Bill 
McCloskey, Director of media relations 
for BellSouth in an interview. “If you are 
watching the Super Bowl on an IP TV, and 
someone down the street decides to down- 
load a tune, we think that the video signal 
should have priority. The small delay for 
the tune just doesn’t matter, and it would 
matter even less for an e-mail. But it mat- 
ters to a video signal.” But this argument 
has fueled anger amongst consumer 
groups and critics, who feel building dedi- 
cated toll lanes on the Internet for high- 
bandwidth traffic would not only mean 
that broadcasters will have to pay for us- 
ing it, but it would also mean that telcos 
will have discretionary power over the 
kind of content that flows through their 
network. “Proponents of net neutrality 
feel that giving carriers the right to decide 
how traffic flows over their networks will 
turn telecommunications companies into 
online kingmakers, giving them the power 
to decide who will be winners and losers 
online through the rates they charge and 
the speeds they deliver," comments CIO 
magazine. It adds, “This kingmaker role 
greatly dismays content providers and 
other proponents of a free and open Web." 
It is not surprising then that consumer 
advocacy groups have raised fears like 
discrimination of content and use of toll 
gates, by telcos, to levy different charges 
for the type and amount of content being 
used on the Internet. The combine has, 
however, stated that it will not reduce the 
quality of services and offerings of others 
using its network. Nonetheless, experts 
say that even otherwise, the combine 
could be forced to uphold the Net Neutral- 
ity until 2009, similar to the agreement 
made by SBC to uphold the Net Neutral- 
ity terms until 2007, at the time of acquir- 
ing AT&T. 

If the deal goes through, it will leave 
three major companies fighting even 
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more aggressively for the customers. 
Verizon, though the second biggest 
player now, is a aggressive competitor, 
and Sprint-Nextel combine along with 
the cable providers are expected to fill in 
the slot for the third place by providing 
the bundled services. 

Then there are challenges from non- 
traditional rivals like Vonage, Packet8, 
Skype and cable companies that have 
found the VoIP to be a low-cost way to 
compete with the telephone companies. 
Offering unlimited usage to users at 
throw away prices, they are pinching the 
no-margin traditional wireline business 
of telecom carriers. Already the triple 
play comprising of telephony, TV and 
internet access is giving way to what is 
now referred to as Quadruple Play, which 
is essentially, wireless services added to 
the triple play. Kagan cautions that the 
wave is not over and the next in line will 
be cable players who will consolidate 
soon. Already the cable companies are on 
a spree to acquire or partner with wire- 
less service providers. For the combine, 
competing with these non-traditional 
competitors is a challenging task. 

Further, the integration of network, 
people and infrastructure of three com- 
panies without affecting the quality of 
their service to customers is a herculean 
task. “The integration of SBC and AT&T 
is proceeding at a faster pace than ex- 
pected. It’s a very large effort and is very 
difficult to be inward focused to do the 
integration right and keep pace with the 
rapidly changing markets,” says Pultz. 
However, Silverman expresses opti- 
mism as he observes, “The integration 
should be hassle free as the integration 
between of AT&T and SBC has gone 
smoothly and with little overlaps there 
are no integration headaches.” 

Nonetheless, finding avenues for 
growth in a flat rate market will be a 
decisive factor in the profitability of the 
combine in the longer run. Also, there is a 
concern that the ten thousand people ex- 
pected to be laid-off could lead to 
strained relationships with the 
combine’s SMBs customers. The risk of 
SMBs getting lesser attention in favor of 
the bigger corporates along with new 
faces handling their accounts will be a 
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difficult one to deal with for the combine. 
Industry experts further opine that in its 
efforts to increase margins, the 
combine’s pricing structure could pinch 
the SMBs. The combines plans to charge 
network usage in peak times, based on 
type of data being transferred by cus- 
tomers, and also uploading and down- 
loading of files over a limit too, doesn't 
look very feasible in an era of unlimited 
usage at cheap fixed prices. Traditional 
landline business has almost lost its 
charm in the US telecom industry. And 
SBC's huge investments into its 
LightSpeed project for providing IPTV 
services being delayed will only increase 
the financial burden on the combine. 


Long live! Ma Bell 
This is the re-invention of the telecommu- 
nications industry. 

- Jeff Kagan 


By increasing its market capitalization 
by around $60 bn and getting bigger than 
what it was, AT&T will have heavy legs to 
stomp the competition. Having Cingular 
in its fold will be of strategic advantage to 
AT&T as it will not only contribute 33% of 
its revenues but will also give it a great 
scope to increase its profits by providing 
wireless services. AT&T's coast-to-coast 
presence, providing all the services in a 
bundle (Wireless, Wireline, VoIP, and 
Broadband), will wield power unmatched 
by any of its rivals. The substantial sav- 
ings that the combine will have by inte- 
grating the hardly overlapping busi- 
nesses will be an added advantage. Start- 
ing with around $2 bn in savings starting 
this year and another $3 bn annually 
from 2010, AT&T will be able to push its 
growth strategies aggressively. The com- 
bine also believes that the cash flows will 
allow it to reduce the debt burden in less 
than five years while providing healthy 
returns to shareholders. The brand name 
AT&T, already carries a lot of credibility 
and will save the combine huge money on 
marketing. 

Going ahead, experts believe that it 
has become essential for companies like 
AT&T to follow the rules of the bundled 
services game and acquire al! the comple- 
mentary technologies and infrastructure 


to provide them. "The telephone and cable 
companies have to be regulated the same 
way if they are to compete," says Kagan. 
Further, industry experts believe that 
getting Cingular under one management 
has been a major factor as it will fill out 
their wireless component. Pultz opines, 
"The acquisition will improve AT&T's 
ability to offer the quadruple play (tele- 
phone, data, TV and Wireless) to consum- 
ers." VoIP players like Packet8 could be 
absorbed by the combine and bolster the 
combine's very own VoIP offering — 
CallVantage. Further, other players like 
Vonage may become potential targets for 
takeover as the VoIP market shrinks to a 
few players. Pultz feels, “In the longer 
term a number of telecom assets—espe- 
cially local companies will end up in the 
AT&T or Verizon camps." 

However, in order to appease its 
shareholders the combine will have to 
live up to its promise of being innova- 
tive, nimble and efficient in the rapidly 
changing telecom market of US. The 
combine, though stands to gain enor- 
mous power and size, has to make sure 
that it doesn't go off the track from fo- 
cusing on providing enhanced quality 
based services to its customers. Pultz 
concurs, "The nature of competition is 
changing. In the US, going forward the 
competition will be less on price and 
more on service." He adds, “AT&T and 
Verizon have an on-time opportunity to 
substantially change the customer ser- 
vice experience of the industry by keep- 
ing their innovation going on and recog- 
nizing that the industry is changing." 
However, before that the duo has to con- 
quer the last frontier, i.e., antitrust. On 
their part, Silverman says, “the biggest 
issues that regulators need to address 
are how the anti-trust issues will ripple 
through the rest of the industry." None- 
theless, with an able leader like Ed- 
ward E Whitacre at the helm of the af- 
fairs of the telecom giant, everything 
appears to be in right place for the res- 
urrection of Ma Bell. «^ 


Amit Singh Sisodiya 
and Aala Santhosh Reddy 
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Politics and Economy 


Thailand after Thaksin 





Thaksin Shinawatra’s decision to 
step down as the Thai Prime 


Minister has created a 
constitutional deadlock in the 
country. While the authorities are 
busy trying to come out of the cloudy 
political climate, which is unlikely to 
clear any time soon, the country’s 
economy begs for attention. 





Be careful what you wish for... you 
might just get it. 


is old adage fits just right for the 
opponents of Thai Prime Minis- 

ter, Thaksin Shinawatra, who 

got much of what they wished for when he 
stepped aside from his position after an 
embarrassing and undecided victory in 
the snap elections, held on April 2, 2006. 
But, having boycotted the snap elections 
that ultimately forced Thaksin to step 
down, they have triggered a constitu- 
tional mess that threatens the very de- 
mocracy they claim to be fighting to pre- 
serve. By deciding to quit (for the good of 


the nation, as he claims), Thaksin has 
created a power vacuum in the country. 
Ironically, the man who leads the party 
with the largest majority (Thai Rak 
Thai), put the responsibility on his oppo- 
nents (mainly the Democrats, Peoples 
Alliance for Democracy) to sort out the 
political limbo. And it is important that 
the opposition sorted it out soon, else the 
country’s democracy could be in jeopardy. 
It can even hamper the country’s eco- 
nomic growth. The Bangkok’s bourse 
jumped to 3%, its highest in two years, on 
the first day after Thaksin’s resignation 
came on hopes that a peaceful solution to 
months of political unrest would be 
achieved soon. However, the initial eu- 
phoria did not last long. The main SET 
(Stock Exchange of Thailand) index 
plunged down during the following trad- 
ing sessions as the political uncertainty 
was more clearly visible. With the politi- 
cal paralysis set to continue for a few 
more months, there are increasing fears 
about slowdown in the country’s eco- 
nomic growth. 


Thaksin’s lost victory 

A former policeman, Thaksin has been a 
bold leader ever since he came to office 
five years ago. Before joining politics, he 
was a successful telecommunications 
entrepreneur and was counted among 
Asia's richest people. During his election 
campaigns, he promised to better the life 
of an average Thai and pledged ample 
funds and debt relief to the rural masses. 
Thus, winning enormous support from 
these communities, Thaksin's party, 
Thai Rak Thai (meaning Thai love Thai), 
came to power and he became the Prime 
Minister. After coming to office, he deliv- 
ered all that he promised. His agenda 
dubbed as “Thaksinomics” included in- 
vesting heavily in infrastructure pro- 
grams, defending big businesses from 


bankruptcy and providing cheap na- 
tional healthcare. The striking feature of 
his government was providing dis- 
counted loans to farmers and small busi- 
nesses. The economy expanded at an av- 
erage of 5% per annum during Thaksin's 
tenure. He emerged as the first Prime 
Minister to serve a full term and be re- 
elected for the second time in 2005 with a 
huge majority. 

How could he have fallen so fast? 
What made thousands of Thais go up in 
arms and demand his resignation? 
Many reasons—some political, some 
personal—are attributed to this. The 
business tycoon-turned-politician may 
well have been highly respected among 
the rural Thais, but their urban counter- 
parts were less impressed with his per- 
formance. They accused him of conduct- 
ing a ruthless anti-drug campaign that 
resulted in thousands of suspicious 
deaths. They also feared that his way of 
dealing with the Muslim violence in the 
country's southern provinces could only 
worsen the situation than alleviating it. 
The Thai people believed that he turned 
a blind eye to the growing corruption and 
cronyism in the country. What outraged 
them the most was his family's decision 
to sell their stake in Shin Corp., the 
country’s largest telecom company, to a 
Singapore-based company in December 
last year. 

During his tenure, Thaksin was con- 
stantly accused of influencing govern- 
mental decisions to suit his private busi- 
ness interests. When assumed office in 
2001, he divested most part of the stake 
in Shin Corp. to his family members and 
close associates. The manner in which he 
divested his stake also raised severe 
criticism from the elite Thais. Thaksin 
claimed that it was in response to those 
allegations that he and his family mem- 
bers decided to sell off their 49% stake in 
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the company and, thus, enable reforms 
in the telecom sector. Whatever his real 
motives were, Thaksin’s decision infuri- 
ated his opponents. While it was hard 
for the Thais to digest the fact that one of 
the important elements of their national 
infrastructure was now under foreign 
control, the revelations that the Thaksin 
family evaded tax on the $1.9 bn sale 
was too much to bear. 

Accusing the Prime Minister of cor- 
ruption and power abuse, thousands of 
protesters have been blocking Thai 
streets since the beginning of this year. 
The weekly protests only intensified 
week after week and turned into daily 
rallies. Many feared that the political 
unrest would lead to bloodshed on the 
streets. Amid the ever increasing pro- 
tests, a beleaguered Thaksin was forced 
to call snap elections to prove that most 
of the country was still behind him and 
the vocal protesters were only a minor- 
ity. Subsequently, the elections were 
held and Thaksin won—and then lost. 
The oppositions’ decision to boycott the 
election, and their supporters (around 
10 million) voting ‘no’ on their ballots to 
signify their absolute antagonism to- 
wards their present Prime Minister 
made a helpless Thaksin stage an 
empty victory. 

Even though the Thai Rak Thai had 
secured 57% of the total votes cast (16 
million of 28 million), it could be of little 
use to form the government. The snap 
election left the new Parliament short 
of 38 seats of the 500 MPs required by 
the law to form the government. Thai 
Rak Thai candidates, who were single 
contestants on these 38 seats, could not 
muster the 20% of the votes needed to 
win. Two days after the spoiled elec- 
tions and his subsequent flawed tri- 
umph, Thaksin announced his resigna- 
tion, but opted to continue as the party 
president. Further, he proposed his 
former colleague and friend Chidchai 
Vanasathidya as the new Prime 
Minister, much to the resentment of his 
opponents. 


The constitutional deadlock 
Although, Thaksin’s exit has brought a 
kind of temporary relief to the protest- 


ers, political certainty is still not assured 
in the country. Even as the Election 
Commission plans to re-run the election 
in 38 regions on April 23, there are indi- 
cations from the opposition parties that 
they may once again boycott the elec- 
tions. Many of Thaksin’s opponents do 
not seem to like his idea to continue as 
the party’s president. They fear that the 
newly-appointed Prime Minister, 
Chidchai Vanasathidya, could end up as 
a mere puppet in the hands of his friend; 
in which case, Thaksin would still be 
able to operate from behind the scenes. 
They argue that Thaksin has meticu- 
lously gutted all the neutral bodies, in- 
cluding the Election Commission, that 
are meant to act as checks and balances 
on the government. Opposition parties 
are demanding Thaksin’s complete exit 
from the nation’s politics and amend- 
ments to the 1997 constitution, the 16" 
in the country’s 74-year history of democ- 
racy, by an independent and unbiased 
commission. 

If the April 23" elections also fail to 
provide valid results, Thailand’s democ- 
racy could hang in the balance. One solu- 
tion could be to move to a royally ap- 
pointed interim government, appointed 
by King Bhumibol Adulyadej, who is cel- 
ebrating the 60^ anniversary of his ac- 
cession to the throne this year. Another 
possibility is to amend the constitution 
just as the oppositions have been de- 
manding and then have a general elec- 
tion with all the opposition parties par- 
ticipating. While this can lead to a seem- 
ingly possible solution to months of po- 
litical imbroglio, it can take several 
months more to complete the process. 
Instead, analysts are advising to have 
elections first by guaranteeing constitu- 
tional reforms to the opposition parties 
and protesters and then by letting the 
new government decide on which parts of 
the constitution require reforms and how 
a neutral panel for suggesting these re- 
forms should be selected. Whichever 
way, either by re-running the elections to 
plug the gaps in the Parliament or by 
having a general election with all parties 
participating, Thailand's Parliament 
has to convene on or before May 2, 2006, 
a date that the constitution has set for 


Politics and Economy 


the members to meet. But can Thailand 
reach that destination from where it is 
now? It looks unlikely that it will. 


It is imperative that political stability 
be assured in Thailand at the earliest, 
for sustained political uncertainty can 
affect the economic growth. Thailand’s 
currency, the baht has weathered the cri- 
sis pretty well so far. It did not show any 
signs of weakening even during the most 
enraged protests. Although the stock 
market showed some resilience by not 
dipping too much, of late it has shown a 
sluggish trend. Forecasts for this year’s 
economic growth have been cut down 
from 5% to 4%. Also, the government’s 
planned expenditure on infrastructure 
and other developmental activities has 
come to a standstill. The September 
launch of a $44 bn public project that is 
expected to boost foreign investment in 
the country has been postponed. In what 
is considered a strong blow to Thaksin’s 
policies, a higher court has prohibited 
the privatization of the country’s largest ' 
electricity generator by terming it as un- 
constitutional. The proposed free trade 
pact with the US, which promises a lot 
for Thai exports, is nowhere in sight. 

Thailand certainly does not enjoy the 
political stability of its neighboring 
countries such as Singapore and Malay- 
sia. A great deal of uncertainty has been 
expressed by the business and investor 
community over mounting political ten- 
sions in the country. As a result, several 
local and foreign investors have put their 
investments in projects on hold and are 
awaiting a clear political picture to take 
major policy decisions. The private in- 
vestment growth rate has been revised 
from around 11% to perhaps around 
9.5%. Growth in FDI is also expected to 
stall. Investor confidence seems to have 
shaken. Whichever party is going to form 
the next government will have to act 
quickly to restore the lost confidence and 
boost growth. 4? 
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A series of technical glitches that hit its trading systems most recently 
questions the 56-year credibility of the world's second largest stock 


exchange, which, ironically, takes pride in 


its technological prowess. 





The forced shutdown of the Tokyo 
Stock Exchange under the weight of trad- 
ing volume must count as one of the most 
foreseeabie IT disasters in stock exchange 
history. 

- Financial Times, 
January 23, 2006 


n January 18, this year, Tokyo 

tock Exchange (TSE), the 

world's second largest bourse af- 

ter NYSE with a market cap of over $3 
tn, suspended all trading 20 minutes 
before its scheduled close, as share or- 
ders inundated and overwhelmed its 
computers. This not only sent investors 
into jitters, but also threatened to bring 
to an end the impressive run-up in 
Nikkei, which gained a robust 40% last 
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year. As Nikkei extended its loss to an- 
other 2.94% that day, after falling by 
2.84% a day before, it marked its big- 
gest two-day loss in the last five-and-a- 
half years. In fact, in the last three days, 
since January 17, as the selling bout 
accelerated, triggered by Enron-like 
scandals at the beleaguered Internet- 
cum-investment firm, Livedoor, and 
subsequent raids at its premises, the 
investors had lost about $300 bn; 
Livedoor alone had lost $1.8 bn in mar- 
ket cap. The tremor at TSE added to 
investors’ worries as they had one more 
reason to worry about now besides grap- 
pling with the nervous Nikkei, Livedoor 
shock, and disappointing corporate re- 
sults. The string of bad news exacer- 
bated by events at TSE prompted many 


analysts to raise fears about the flight 
of foreign investors. Some even ex- 
pressed concerns about the prospects of 
a recovery for the Japanese economy. "It 
has thrown an unexpected bump into 
the path of Japan's economic 
recovery...fears mounting that Horie 
(founder of Livedoor) and Livedoor and 
its related companies illegally drove up 
stock prices and inflated company earn- 
ings, investors dumped what had been 
red-hot Japanese Internet, informa- 
tion-technology, and start-up stocks,” 
wrote The Boston Globe, the US daily. 
Such concerns were not invalid. The 
Japanese economy had just begun to 
show signs of a turnaround after over a 
decade of recession. 

However, despite capacity up- 
grades, TSE has been beset by technol- 
ogy glitches in recent times, which many 
analysts attribute to the Exchange’s 
apathy towards IT and under-invest- 
ment on the same. But some experts 
feel that the recent surge in investment 
inflows, both from domestic as well as 
foreign investors, has caught the ex- 
change off guard. For instance, online 
trading volumes, which now form a 
large chunk of trading orders, almost 
doubled in 2005. Nevertheless, it is 
hard to believe that exchange was to- 
tally ignorant about the coming oppor- 
tunity. “Despite daily trading volumes 
reaching record highs last year as for- 
eign and domestic retail investors piled 
into a market rally, the TSE’s capacity 
remains pitifully low by the standards 
of other major financial centers,” com- 
mented Financial Times. It blamed 
TSE for the underinvestment and a 
poor attitude to IT, developed during 
years of deflation, while exchanges like 
the NYSE and the LSE spent more on 
upgrades and maintenance. The trad- 
ing glitches came hot on the heels of 
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Tokyo Stock Exchange 





other IT embarrassments that led it to 
defer its much publicized IPO and un- 
ceremonious ouster of its president. On 
November 1, the trading had to be 
paused for four-and-a-half hours be- 
cause of a computer glitch. And in De- 
cember 2005, it failed to reverse a 
miskeyed share order by a broker at 
Mizuho Securities, which resulted in a 
loss of $330 mn for the brokerage firm. 

The recent technical glitches have 
exposed the chinks in TSE’s risk man- 
agement system and highlighted the 
urgent need for a comprehensive over- 
haul of the trading systems of the ex- 
change, which moved to a fully comput- 
erized trading system in 1999. Re- 
sponding to the critics’ clamor to im- 
prove its trading systems, the exchange 
has announced to invest about $27 mn 
to upgrade trading capacity to handle 
12 million trades per day, from the 
present capacity of 9 million per day. 
The plan also includes upgrading the 
clearing system’s capacity from the 
present 5 million to 7 million per day in 
an effort to win back investors’ confi- 
dence. “The technical and procedural 
problems at TSE are certainly not help- 
ing investor’s confidence in the market,” 
says Neil Katkov, Group Manager, Asia 
Research, Celent. “The TSE must not 
only fix its current problems, but also 
upgrade to a fully modern technology, 
capable of handling state-of-the-art 
trading methods,” he adds. The debacle 
at TSE while raising concerns about the 
robustness of trading systems at other 
stock exchanges, globally, surely offers 
valuable lessons in risk management to 
them. 


. Three hiccups 

The crisis at TSE cropped at a time 
when investors were already nervous 
due to the widening of investigation at 
Livedoor, followed by announcements of 
poor financial results from Intel and 
Yahoo. “Ironically, Livedoor is not listed 
on TSE’s main market, yet it triggered 
the collapse of the trading system of the 
exchange. The reason being, many 
online traders used its shares as collat- 
eral for other margin trades and when 
brokerage houses demanded more col- 





Outline of the Measures for Increasing system Capacity 





Systems Outline of improvement measures Timing of 
implementation 
Stock /CB trading system 1. Number of orders per day: 12 million During May 2006 
(currently 9 million) 
(1)’ Number of orders per day: 14 million During 2006 
Clearing system 2. Number of executions per day (to be executed During May 2006 
by TSE): 7 million (currently 5 million) 
(2)' Clearing system measures will be During 2006 
implemented commensurate with stock/CB 
trading system measures. 
Market information system 3. Limit of messages per minute: 30 thousand During 2006 


per minute (out of which 27 thousand will be 
related to stock information) (currently 20 
thousand per minute) (out of which 17 thousand 
are related to stock information. This number 

will be raised to 19 thousand after February 27) 


Source: Tokyo Stock Exchange 


lateral, the selling in Livedoor spread to 
other stocks (as the news about raids on 
Livedoor hit), specially technology high- 
flyers,” explains The Economist. It fur- 
ther stated, “TSE also did, not help it- 
self by announcing in the middle of the 
day that it might have to close, which 
merely encouraged a greater surge of or- 
ders”. As the sell orders soared (the vol- 
ume of sell orders surpassed TSE’s 
daily trading volume of 4.5 million), the 
bourse had to shut down to avoid sys- 
tem crash, bringing the high profile ex- 
change down to its knees. 

This was the latest in a series of 
three IT mishaps that the exchange had 
to face over a period of three consecutive 
months. Earlier in November 2005, the 
trading was suspended in TSE for half- 
a-day as a software patch was incor- 
rectly applied to trading system and a 
month later, in December, the bourse’s 
software once again raised everybody’s 
eyebrows for accepting an erroneous or- 
der by Mizuho Securities whose staff 
miskeyed an order to sell 610,000 
shares of J-com, (a newly listed com- 
pany) for one yen per share instead of 
one share of J-com at ¥610,000. In fact, 
according to Financial Services Agency, 
the Japanese stock market regulator, 
broking firms placed 14,318 erroneous 


stock orders, 667 of which were for more 
than ¥100 mn in value, in 2005. While 
the mistaken trade caused a loss of 
$330 mn for Mizuho Securities Co., the 
event also resulted in the resignation of 
TSE president, Takuo Tsurushima, 
along with two other directors who took 
the responsibility for the debacle. While 
the investigations are still on for finding 
out the reasons of its IT failures, the 
bourse was pulled up by investors and 
authorities for its inability to upgrade 
the technology and for its failure to as- 
sess the growing horizons of the market. 
“The exchange is not able to handle the 
high-volume orders generated by algo- 
rithmic trading and other new trading 
technologies currently favored by the 
big global brokerages,” says Katkov. 
The trading sentiment in Tokyo was 
sparked by the signs of economic recov- 
ery of Japan and has been on the frothy 
side for sometime. Besides, the boom- 
ing domestic online trading, the global 
portfolio investments shooting into 
Japanese stocks drove the bourse’s 
daily trading volumes to record high 
last year. While the bourse upgraded its 
capacity twice last year, in an attempt 
to meet the growing number of online 
trades, and increased its trading capac- 
ity by 20% to 4.5 million, it suffered 
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badly as these upgrades could not 
match the increasing trade orders. 

However, after the latest mishap, 
the exchange immediately undertook 
the third upgradation of its system ca- 
pacity and tried to calm panicking in- 
vestors. This move has enabled the 
bourse to increase its upper limit in the 
number of transaction orders per day. 
As a result, the bourse can now deal in 
as Many as nine million transactions as 
against the earlier figure of 4.5 million. 
and that of agreed deals increased to 
five million from three million. And this 
is going to improve further as the bourse 
looks to increase these numbers from 
May 2006 onwards (see the table). 

Further, the exchange has also an- 
nounced a mid-term three-year busi- 
ness plan, w.e.f. April 2006. The plan 
envisages the spending of about Y62 bn 
in upgrading its computer system: Y15 
bn ($128 mn) to improve its trading Sys- 
tems, Y30 bn ($255.9 mn) to develop 
next-generation systems and Y17 bn 
($145 mn) for development of back-up 
systems. This prompted J apan's second 
biggest bourse, Osaka Securities Ex- 
change Co., to also unveil its plan to in- 
vest about ¥13 bn to improve its com- 
puter systems in the next three years. 
Besides, it is also planning to double its 
daily trade capacity and order-handling 
capacities by FY 2006-07. 

The system upgradation has been 
followed by another initiative—cre- 
ation of the post of Chief Investment 
Officer (CIO) and appointment of 
Yoshinori Suzuki as IT Officer making 
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LSE as a part of its four- 


99 


52 4 Chartered Financial Analyst g May 2006 


Nikkei 
Recovery in Motion 


18000 





Nov'05  Dec'05 Jan '05 Feb'05 Mar ‘06 Apr '06 
Source: http:/finance.yahoo.com/ 





him responsible for information pro- 
cessing systems of the exchange. Appre- 
ciating the move, Katkov opines, “The 
most promising step taken by the TSE 
is the creation of an internal IT depart- 
ment and CIO role. The TSE chose as 
its CIO a veteran technologist with ex- 
perience in large-scale banking sys- 
tems; a wise choice as Japan’s banking 
infrastructure, unlike its securities in- 
dustry IT infrastructure, is rock solid.” 
Besides, the exchange also replaced its 
Fujitsu-built trading technology with 
Hitachi system, which has a capacity of 
five million trades a day and that can be 
easily expanded and upgraded to meet 
any rise in demand. Also, as a precau- 
tionary measure to avoid similar disas- 
ter, the exchange has shortened the 
trading session by 30 minutes everyday 
to prevent orders from exceeding its ca- 
pacity. However, this move has left 
many investors helpless and irritated. 
“The problems at TSE are having a very 
real impact on price formation each and 
every trading day, as TSE’s shortened 
trading schedule for equities has 
opened up a 30-minute window in which 
equities futures on the Osaka Stock Ex- 
change trade while the TSE is closed,” 
laments Katkov. 

Unfortunately, these problems hit 
TSE at a time when it was seriously 
considering its Initial Public Offer (IPO) 
for raising monies that could be used for 
bolstering its efficiency and competi- 
tiveness. In the wake of the recent de- 
bacles, the exchange’s IPO plan looks 
far-fetched as its credentials have 


taken a beating. “It would be foolhardy 
for TSE to attempt to go ahead with its 
listing anytime soon, when confidence 
in the exchange is at its lowest ebb 
ever,” reckons Katkov. To address this 
issue, the exchange has announced 
that it is seeking to recover by strength- 
ening self-regulation and establishing 
good internal controls before it goes for 
listing. 


While the TSE is wrestling with IT 
glitches, LSE and NYSE have been up- 
grading trading Capacity and mainte- 
nance capabilities. LSE as a part of its 
four-year technology overhaul pro- 
gram, has undertaken three capacity 
upgrades with the most recent one in 
October 2005, effectively doubling its 
capacity every time. The program is 
going to culminate next vear in 2007 
with the launch of a new trading plat- 
form, which will help trading to be a lot 
faster and make it the first exchange to 
deploy the next generation trading 
technology. Last year, LSE introduced 
a new information delivery system, the 
fastest of any exchange in the world. “It 
now takes just two milliseconds to re- 
ceive the data and pump it out to the 
market,” boasted a press release by 
the exchange. The NYSE too has made 
substantial investments in upgrading 
its technology and back-up systems 
and going ahead with its plans to ex- 
pand the electronic trading in the near 
future. 


Will the new initiatives deliver? 

Well, that is a billion dollar question 
doing the rounds in Japan’s securities 
market. Investors are questioning the 
efficiency of TSE’s Management in 
implementing the necessary improve- 
ments planned for it. The creation of 
CIO and IT department is questioned 
on whether this new position will be 
given the necessary power to act effec- 
tively. “Without real decision-making 
authority and full sign-on from TSE’s 
management, the new organizational 
changes will be meaningless,” opines 
Katkov. Further, the limited experience 
of TSE (just one year) in handling online 
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trading compared with five years expe- 
rience of the US market is also not help- 
ing Japan's largest bourse in dealing 
with the increasing orders. “It is likely 
that the TSE will experience further 
service disruptions before it irons out 
its problems," says Katkov. On the 
other hand, investors have criticized the 
exchange saying that while it is actively 
promoting online trading it is not taking 
enough measures to tackle the prob- 
lems that would creep in due to the net 
trading. Eyebrows were also raised cn 
whether the planned initiatives would 
bring in the real improvement the 
bourse needed. With the earlier up- 
grades proven to be inadequate, the in- 
dustry watchers express skepticism 
about the efficacy of the latest upgrades 
done and the bourse’s handling capacity 





as the day-trade transactions continue 
to grow. 


A wake-up call for global stock 


The increasing trading activity in stock 
exchanges throughout the world is in 
need of more attention now. The num- 
ber of people accessing online trading 
websites in Japan has shot up from 2.9 
million in November 2004 to 4.2 million 
in November 2005 (according to Net 
Ratings, Japan), while at NYSE the av- 
erage daily trading levels have in- 
creased from one million trades in 1999 
to 4.83 million a day in 2005. But the 
trading capacities at these exchanges 
vary in a big way. While TSE has a trad- 
ing capacity of 9 million per day, the 
trading capacity at NYSE is about 25 


Timeline: Tokyo Stock Exchange 


November 1, 2005 


The Tokyo Stock Exchange suffers the worst trading stoppage in 


its 56-year history, after it is forced to suspend trading for four- 
and-a-half hours because of a software error. 


December 8, 2005 


Mizuho Securities mistakenly places a sell order on the TSE system 


for 610,000 shares in recruiter J-Com at ¥1 each, instead of one 
share at ¥610,900. Mizuho tries and fails to cancel the order four 
times. At the end of the day it estimates a ¥27bn loss from the 
trade — later increased to Y40bn. 


December 11, 2005 
December 21, 2005 


TSE acknowledges its system was at fault in the Mizuho trade. 
Takuo Tsurushima, Chief Executive of the TSE, resigns over the 


Mizuho affair along with two other senior executives. 


January 17, 2006 


The Nikkei 225 falls 2.8%, its fastest drop in nine months, as 


panicking investors jettison stocks across the board in the wake of 
araid by prosecutors on internet services company Livedoor. 


January 18, 2006 Morning: 


Investors continue to sell heavily, sending the Nikkei 225 down 
2.696 by the close of morning trading. 


1:07 p.m.: The fail turns into a rout after the TSE says it will 
suspend trading of al! shares if the number of trades exceeds the 
system s capacity. By 1:20 p.m., the Nikkei is down 4.7%. 


1:40 p.m.:TSE says it will consider shortening trading hours on all 
stocks on Thursday anc beyond. 


2:30 p.m.:TSE says it will halt all trading at 2:40 p.m., 20 minutes 
early than norma: market closing time, as the number of trades is 
nearing its capacity limit. 

2:40 p.m.: Trading is halted. Nikkei finishes the day down 2.9% at 
15,341.18. Topix closes 3.5% lower at 1,574.67. 


Source: ww. FT.com 
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million per day. By way of comparison, 
in India, National Stock Exchange 
(NSE) has a trading capacity of 6 mil- 
lion while Bombay Stock Exchange 
(BSE) has a capacity of 4 million trades 
per day. 

Hence, the soaring numbers of 
online trading needs to be supported by 
adequate technology and infrastructure 
which will, otherwise, spell disaster in 
financial markets like that witnessed 
in the case of TSE and NASDAQ 
(NASDAQ faced technological errors 
early this year. Numerous online bro- 
kers displayed incorrect price shifts on 
NYSE listed stocks, which created a 
panic situation in the market). These 
events at the two global stock ex- 
changes highlight the fact that even the 
electronic systems are not foolproof and 
worldwide stock exchanges—matured 
and emerging—have to learn a lesson or 
two about the need to build a robust 
trading system which can avoid errone- 
ous orders. “Stock exchanges in low vol- 
ume markets would be well-advised to 
invest properly in their IT systems and 
test them regularly, put in place a 
strong IT management team, and 
maintain a constructive, working dia- 
logue with brokerages and other market 
participants,” advises Katkov. He fur- 
ther suggests, “When brokerages have 
suggestions for improvement, it is best 
for an exchange to respond as the broker 
has likely identified an issue that could 
turn into a major problem down the 
road.” With the growing numbers of 
trades on world trading systems, no one 
can predict the forthcoming demands 
for the trading system and while every 
computerized market aims for 100% ef- 
ficiency levels, exchanges should note 
that to err is not only human as comput- 
ers are also not infallible. However, ef- 
forts should be made to develop a sys- 
tem that should be made less vulner- 
able to human errors for the benefit of 
the average investor. ^ 


Amit Singh Sisodiya 
and Sailaja Mannava 
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Starving for Capital 


Indian private life insurance players are facing severe capital crunch to fund their 
future expansion plans. This is paving the way for consolidation in the industry. 








government opened the life insur- 

ance sector for private players, for- 
eign players showed a lot of enthusiasm 
to enter this largely untapped market. 
However, the government's inability to 
hike FDI cap has poured water on their 
dreams after five years. As the losses are 
piling up since the past five years, 
coupled with not being able to expand 
business in want of fresh capital recently 
two private life insurance players have 
gone out of business. In the recent past, 
AMP Sanmar has sold out their insur- 
ance business at very low valuation of 
Rs. 100 cr to Reliance, which is far below 
their paid-up equity capital. In another 
case, GMR and ING Vysya bank have 
desperately sold their stakes, which has 
generated almost no returns to them. 
These fiascos have reflected the market 
realities in doing the insurance business, 
specifically in India. In other words, after 


|: the year 2001, when the Indian 


commencing their operations five years 
back, the industry is facing an acute capi- 
tal shortage due to the government’s re- 
luctance to hike the FDI limit to 49%. 


Capital crunch 

After the liberalization of the insurance 
sector, it has witnessed a strong growth 
in terms of policies and premium col- 
lected. The penetration of insurance has 
grown from 1.8% to 2.3% in the GDP, 
while the per capita premium has more 
than doubled in that period. 

Almost all 13 life insurance players 
have been incurring substantial losses 
since the past five years. According to 
some estimates, private insurers made 
a combined loss of Rs. 1,000 cr in 2003- 
04. These losses might reach alarming 
levels in the next few years. Perhaps, 
losses are not abnormal in the life insur- 
ance industry. Having a long gestation 
period of 10-15 years, the players have to 


bear losses in the early years in order to 
reap the long-term benefits. Stuart 
Purdy, Managing Director, Aviva life in- 
surance India, says, “Insurance industry 
needs capital to grow and reach out to the 
length and breadth of the country, which 
requires significant investment.” 

Though the private life insurance play- 
ers have already invested more than Rs. 
5,000 cr capital, the industry needs a few 
thousand crores more to maintain the 
same growth momentum. Because of FDI 
constraints, the total capital burden is 
falling on Indian promoters, who are un- 
able to mobilize fresh capital on their own. 

Currently, the insurance industry is 
facing the business strain. The solvency 
requirements in the insurance industry 
mandate that equity base of the com- 
pany should expand in order to under- 
write policies. As per IRDA regulations, 
insurance players essentially have a 
capital of Rs. 150 for every Rs. 100 
claims payable to the customers. As per 
IRDA regulations, they need to fund the 
extra Rs. 50 required. Hence, the compa- 
nies can sell more policies, only if they 
are able to pump more capital. As a re- 
sult, small players are forced to reduce 
their businesses compared with large 
players who are constantly pumping the 
necessary capital needed. Consequently, 
only the big players with the ability to 
infuse the capital are getting bigger mar- 
ket share. According to Purdy, “The In- 
dian insurance industry is poised for tre- 
mendous growth. Fresh FDI is required 
to fuel this and to ensure that customers 
in India get access to world-class prod- 
ucts, which the foreign partners bring 
into India. The increase in FDI will give 
the Indian insurance industry the nec- 
essary capital infusion required for its 
development.” 

Besides, the private players have be- 
come victims of high expense ratios due to 
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A modest dream, one may think. But not for Nagalakshmi. 


Her father is an unemployed labourer and her mother works as a housemaid. 


They are too poor to send her to a good school. 
But last year, Nagalakshmis future began to look a lot brighter. 


She began attending the ICFAI Republic School (IRS), an English-medium 
school having 800 students like Nagalakshmi with good teachers, and facilities 
and infrastructure — spacious classrooms, computer and audio-visual labs, 


play areas, clean and modern toilets — that match the best. 
She also gets milk with supplements in the morning, and a nutritious, free, lunch. 


Textbooks, notebooks, schoo! uniforms, and shoes are also provided to her 


at highly subsidized prices. 





Now, Nagalakshmi’s dream can become a reality and so also for many others 


like her. 











The Alpha Foundation, a registered charitable trust sponsored by ICFAI, 
supports IRS administratively and through resource generation. The Alpha 


Maui 
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Foundation has further plans to set up one more IRS in the old city of Hyderabad 
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ext year and at least 5 more such schools in other cities in the country in the 
next 4 to 5 years. 


You too can join with the Alpha Foundation to help more 
children like Nagalakshmi. 


For more information, please contact. 


The Alpha Foundation 
5th Floor, Astral Heights, Road No.1 
Banjara Hills, Hyderabad, 
Andhra Pradesh, India 500 034 
Phone: 040-23430219-20, 
Fax: 040-23430208 

E-mail: alpha Q icfai.org; 
Website: www.icfai.org/alpha 
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Contributions to the Alpha Foundation e | 
are eligible for income tax exemption | 
under Section 80G of the IT Act. 





Life Insurance 





intensified competition. The expenses in- 
clude the 40% commission paid to the 
agent, and remaining for issuance and 
processing of the policy. That makes com- 
panies achieve break even on new policies 
in the second or third year; as the premi- 
ums are received in the coming years, the 
business gets bigger. For the new players 
it has become very difficult as they 
havent achieved the economies of scale. 


Acomplex market 

Recently, S&P has ranked the Indian in- 
surance industry as the second riskiest 
market in Asia. Life insurance penetra- 
tion has only 2.26% of GDP and insur- 
able population of India is 25% only. 
Thus, the Indian market has been dis- 
mally underperforming when compared 
to that of China. The industry competi- 
tion is fierce in China, and foreign com- 
panies are very aggressive to take stakes 
in the Chinese insurance players. In the 
other countries, insurance has become 
another savings option; for example, in 
Japan it is attracting 25% of savings 
while in India it is 15% only. 

As India’s hugely untapped potential 
is half that of the developed nations, it is 
luring foreign as well as Indian promoters 
to enter life insurance. India has already 
emerged as the largest market in Asia in 
terms of new business premium. Private 
players have to compete with giants like 
LIC in product pricing and returns. The 
private players are needed to declare bo- 
nuses to attract policyholders, but it is 
difficult for them as they are not having 
adequate surpluses. As of now, very few 


Private Life Insurance 
Top Five Players 


Market share based on premium (in %) 





big players are declaring the bonuses. In 
the Asian economies, renewal premium 
is at 7% of the GDP; whereas, in India it is 
only 3%. So it takes more time for share- 
holders to get interim dividends. 

Apart from this, the agent attrition 
rates are very high, at 80% and the money 
spent on them in training and develop- 
ment in a year goes down the drain. 
Hence, productivity has become a big is- 
sue. These players are not hesitating to 
invest in distribution channels for the fu- 
ture even though they incur losses in the 
initial years to get a foothold in the mar- 
kets. Similarly, they are betting big on 
bancassurance to expand their reach be- 
yond the urban segment. The industry 
tied up with many banks and 
microfinance firms to cross-sell products 
to their customers. Banks have also 
started their insurance business to lever- 
age on their existing customer base before 
other players capture their customers. 

Indian players finding difficulties to 
kick-off such long-term initiatives as 
they expected to earn at least 20% return 
on equity. The industry says that, today, 
there are only 3-4 players existing who 
can deliver the 20% returns. In order to 
achieve such returns they need to garner 
the scales so that they can spread the 
risk on a large base of policyholders. As 
some of them predict that the same con- 
ditions are going to prevail in the indus- 
try, there is no space for more than 5-6 
players here. 

Indian corporates are showing a keen 
interest in entering the insurance busi- 
ness as old players are leaving the 
battlefield. Among the probable en- 
trants are India’s big business houses 
such as Bharti, Kirloskars, Hindujas 
and the Ruias. Similarly, many public 
sector banks such as BOB, IDBI, 
Allahabad Bank, PNB and Vijaya Bank 
have expressed their interest to partici- 
pate in the life insurance space to lever- 
age the existing customer base in the 
years to come. Foreign players are also 
preferring PSBs for partnering in life in- 
surance as they can provide the neces- 
sary capital better than others. Among 
the foreign players who are trying to test 
the waters on Indian soil are Generali of 
Italy, Dutch insurer Ageon, Samsung 


Private Life Insurance 
Capital Game 





Life of Korea and Millea Holdings of Ja- 
pan. The foreign players have entered 
India, thinking that once they achieve 
the credibility in the Indian market then 
the FDI cap will be raised; but it is not 
happening for now. 

On the other hand, with the mounting 
losses, Indian partners are unable to jus- 
tify their non-core insurance business 
entry to their shareholders as it is not 
generating any returns so far. In such a 
business the result of the low pricing is 
not immediately visible and these have 
the potential to haunt the players for the 
next 20 years. The typical payout cycle 
for the insurance industry is 15 years 
and further delay in FDI hike would ex- 
tend payout period further. In the other 
financial sectors, the FDI caps were sub- 
stantially high, whereas, in insurance it 
is only 26% including all FII holdings. 

Purdy says, “We are hoping that all 
political parties will look at the FDI limit 
in an overall perspective and encourage 
the growth of the insurance industry in 
the country.” There is, of course, an en- 
couraging news in the recent past: the gov- 
ernment is on the way to allow differen- 
tial FDI caps across the segments. It is 
also seriously thinking of 100% FDI for 
foreign insurance players in the proposed 
SEZs under the SEZ act. With such 
fragmatic changes in regulations, Indian 
insurance made look up in the days to 
come. fa) 


N Janardhan Rao 
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India Post 





New Horizons 





The first organization for mail delivery service in the country is exploring 


different opportunities to reinvent itself. 


n a world where private companies 
rule the roost, the business of post is 

o exception. Since liberalization, 
private players have penetrated almost 
any and every business. In the business 
of postal services too, the government 
run India Post has been facing severe 
competiton since the entry of private 
players. The government seems to have 
realized the plight of the department 
and is planning to amend in the Indian 
Post Office Law. If the bill is approved, it 
will help the Department of Posts (DoP) 
as it will give the department a mo- 
nopoly over all letters weighing up to 500 
grams. The private players are up 
against this amendment since 60% of 
their revenues come from couriers which 
are less than 500 grams. Amidst this 
environment, DoP is exploring new busi- 


SR s Chartered Financial Analyst y May 2006 





ness lines and services, though there are 
mixed reactions about this from differ- 
ent quarters of society. 


Scripting success? 

DoP under the Ministry of Communica- 
tions and Information Technology, has 
already completed 150 years of service. 
The oldest organization in the business of 
post is now venturing into new services. 
DoP is increasingly becoming more busi- 
nesslike in its approach when compared 
to its former myopic way of working. It is 
exploring new territories like logistics, 
advertising and promoting products and 
services of various corporations, accepting 
payments of utility bills and tie-ups with 
various companies to sell their products. 
The reasons for this new approach are the 
decreasing profits on account of better 


and faster private player services as well 
as the increasing role of technology 
(Internet and telecommunication). 

DoP is the largest postal network in 
the world with a record 1,55,669 number 
of post offices, followed by China and the 
US with 57,135 and 38,123 post offices 
respectively. At the time of indepen- 
dence, India had 23,344 post offices, 
which were largely confined to urban ar- 
eas and select villages. During the last 
50 years DoP has grown almost 7 times. 
On an average, a post office serves an 
area of 21.17 sq km and a population of 
6,614. It has a significant presence in ru- 
ral areas (1.45 lakh post offices out of a 
total of 1.56 lakh). This network gives an 
edge for DoP to bank upon. To its credit, 
DoP is the only player to reach even the 
most interior part of any rural village. 
The private players may be quick in ser- 
vice in urban areas, but certainly not 
when it comes to rural areas. While the 
private players are in this business for 
the last 25 years only, it has been 150 
years for DoP, therefore, it is well-versed 
about the business of post and knows 
every nook and corner ofthe country. This 
certainly gives a competitive advantage. 

DoP seems to be writing a new script 
with the way it is collaborating with busi- 
ness corporations and venturing into new 
areas, But is this approach right for DoP? 
Will it add to its strengths or will it ham- 
per the working of DoP? According to some 
experts DoP should try to focus on its core 
competency i.e. the business of post. As 
Thomas Matthew, MD, UPS Jet Air Ex- 
press India, puts it: If DoP continues to 
look at new horizons without improving on 
what it already has, the department will 
continue to lose more money.’ 


Rising weaknesses, falling profits 
The mail traffic at DoP has been signifi- 
cantly decreasing by approximately 40% 





over the past decade though it still deliv- 
ers 1,575 crore mails every year across the 
country. Private couriers, fixed and wire- 
less telephones and e-mail has made 
faster communication possible and that 
too at low costs. The traditional ‘snail- 
mail’, as it is sometimes referred to, is 
struggling to re-establish itself. The ris- 
ing level of deficit that DoP is coping with 
is another cause for concern to the organi- 
zation. In the year 2004-05, the deficit 
was Rs. 1,475 cr, up by 8% from the previ- 
ous year. The expenses have also risen: 
According to the Union Budget of 2004- 
05, disbursements were in excess of Rs. 
5,900 cr. DoP recorded a total revenue of 
Rs. 42,569.29 mn for the year 2003-04. 

Only 3 of the 20 services offered by 
DoP are profitable to the department 
viz. competition post cards, foreign mail 
and insurance (the postal life insurance 
scheme for individuals in rural areas 
and government employees). According 
to estimates, if the DoP makes a com- 
bined profit of Rs. 28.66 per transaction 
on the above three services (Rs. 2 for com- 
petition post card; Rs. 6 for international 
mail; and Rs. 20.66 on every insurance 
transaction), it simultaneously loses Rs. 
178.98 on the remaining 17 services viz. 
post cards, Speed Post, etc. 

DoP handles more than 3000 million 
pieces of unregistered mail (that is 
around 90% of the total mail traffic) ev- 
ery year, reaching out to millions of 
households in the country and through- 
out the world. The department had pre- 
viously tried to increase its revenues by 
raising the price of competition post 
cards that are used for replying to con- 
tests on TV. It increased the price of the 
postcards from Rs. 4 to Rs. 10. However, 
the move turned out to be a disaster for 
DoP as the TV channels switched to 
cheaper and faster methods like toll-free 
numbers and SMS on mobile phones. 


CH ine ti 
An amendment in the 1898 law that es- 
tablished DoP as a government depart- 
ment would have mainly three implica- 
tions. Firstly, it aims to set up a regula- 
tor for private couriers, which according 
to the private firms is unnecessary 
since the stiff competition and a spate 


of laws already keep a check on them. 
Secondly, it will provide for a levy on the 
private players to finance DoP's *uni- 
versal service obligation" i.e. to deliver 
mail to every Indian, even though his 
home may be in a remote rural area. 
Thirdly, and perhaps most controver- 
sially, the amendment would give the 
department a complete monopoly over 
all mails or letters weighing up to 500 
grams. The private couriers are obvi- 
ously opposing. If the bill is enacted, it 
will have serious implications for the 
Rs. 2,500 cr courier industry as a major- 
ity of their revenues (around 60%) 
comes from this category and the pri- 
vate players would be barred from car- 
rying couriers below 500 grams. 

The private players are referring to 
this amendment as a backward move, 
which would do more harm than good to 
the country. Chris Callen, Country Man- 
ager, DHL Express, averred that the cou- 
rier and express industry has played a 
critical role in facilitating FDIs' passage 
into India. He said that in the last 10 
years, the courier and express industry 
has attracted an investment of $1 bn 
into India. An efficient and effective Cou- 
rier and Express industry plays an im- 
portant role in attracting investments in 
the manufacturing sector as well. In 
today's globalized world, manufacturers 
prefer building the manufacturing base 
where raw materials can be shipped in 
and finished goods can be shipped out 
quickly. The bill is being touted to be a 
"disastrous piece of legislation", which 
would have strong implications on the 
Indian economy if passed in the present 
form. RK Saboo, Chairman, Express In- 
dustry Council of India, says, “It is like 
banning the car industry because it puts 
horse-drawn carriages out of business". 
But considering the decreasing profits 
and market share of DoP, the amend- 
ment would provide the much needed 
boost to the government department. 
Many countries like the US, Australia 
and the EU nations give the post office a 
complete control over small letters. 


New avenues, better revenues 
The increased presence and usage of 
Internet (e-mail, instant chat) and tele- 
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communication at economic costs seem to 
have caused a dent in the domestic per- 
sonal mail service substantially. As a re- 
sult, DoP is forced to explore new avenues 
for better revenues. The organization re- 
cently signed agreements, wherein, it has 
agreed to sell FMCG products and cam- 
eras at post offices across the country. The 
DoP has tied up with the Kolkata-based 
consumer goods company Emami for 
helping it in the distribution of its prod- 
ucts such as soaps and creams through 
post offices. Another deal is with the im- 
aging products giant Kodak India to sell 
cameras and film rolls at post offices, pri- 
marily in Maharashtra. In fact, DoP 
made its first move into new avenues 
through Western Union Money Transfer 
in the year 2001 when the post office be- 
came a channel through which money or- 
ders from across the globe (over 185 coun- 
tries) could be remitted. Currently, DoP is 
the largest Indian partner of Western 
Union with 4,300 post offices offering the 
facility and 40% of Western Union’s 
10,000 outlets in India belong to DoP. 
Here DoP leveraged on its strength of be- 
ing deeply rooted and spread out in rural 
areas. Around 1.45 lakh post offices out of 
a total of 1.56 lakh are in rural areas. The 
rural post offices were already acting as 
savings facilitators that accepted depos- 
its through the Public Provident Fund, 
Kisan Vikas Patra, monthly income 
plans and similar savings schemes. 
Banking upon this opportunity, DoP ven- 
tured as a retail front for private financial 
service providers. 
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Business Environment 


The premium services of DoP include 
Speed Post, Express Parcel, Media Post 
and Greeting Post. Media Post is being 
seen as an innovative and effective vehicle 
for brand and marketing managers to 
communicate their corporate messages 
across the nation. It aims to help the In- 
dian corporate and the government orga- 
nizations in a creative, cest-effective and 
personalized manner. Through this con- 
cept the company can display its logo or 
message on a postcard, an inland letter, 
an envelope or an aerogramme. But is 
this feature good for the department’s 
identity? Matthew feels that “for addi- 
tional revenue streams, the move to pro- 
vide options like advertising on post cards 
is a good idea, though branding a mail 
delivery van could dilute the identity of 
the department.” During 2003-04, the 
revenue from Media Post was 
Rs. 57.47 mn. 

Another innovative product is the 
Greeting Post, which comprises of a card 
with a pre-printed postage stamp on the 
envelope. It is offered at prices of Rs. 14 
and Rs. 17. Speed Post that was launched 
in 1986 in order to counter the stiff compe- 
tition from private couriers. Speed Post 
has over 1000 destinations all over India 
and also links 97 major countries around 
the globe. However, the price offered by 
the private couriers (Rs. 5-10 for a 200 gm 
local courier) was significantly low when 
compared to the price charged by DoP (Rs. 
20) for the same service. But DoP was 
quick enough to do a rethinking. Restric- 
tions like weight of consignments to be 
lower than 20kg have been relaxed and 
insurance for corporate clients was intro- 
duced. These steps indeed showed posi- 
tive results. Revenues from Speed Post 


increased by 30%, from Rs. 151.4 cr to Rs. 
196.5 cr in 2001-02. At present, 7096 of 
the traffic of Speed Post is from *walk-in' 
customers while the rest 30% is from cor- 
porate customers. 

After Speed Post, Business Post is the 
second largest revenue creating service, 
which provides end-to-end mailing ser- 
vices like pasting addresses, postmark- 
ing of envelopes, and dispatching. It cre- 
ated revenues of Rs. 166 cr in 2001-02. 
Express Parcel, another premium service 
of DoP, offers to deliver parcels up to 35 
kgs with insurance and credit facilities. 
Other innovative facilities offered by the 
department are e-post, wherein, individu- 
als living in rural areas who normally do 
not have any access to Internet would be 
able to send and receive email messages 
without an e-mail ID. According to India 
Post, ‘the advent of e-post is a turning 
point in the transformation of DoPs into a 
modern, technology driven provider of 
communication services to the people of 
India.’ This facility is available in all the 
1,56,000 post offices in the country. The 
department also offers stamp collection 
(philately) to individuals across the coun- 
try and also to foreigners. Here the philat- 
elists can get used or unused stamps by 
paying a specific amount, which is accord- 
ing to the type of stamps ordered. 


Outlook 

Although DoP is trying to reinvent itself it 
still lags behind when it comes to the us- 
age of latest technology. While private 
players make huge investments and use 
the latest possible technology, DoP is way 
behind in this aspect. Though it has re- 
cently introduced features like mail 
tracking and e-post, it is still to catch up 








with its tech savvy competitors. The de- 
partment should also strive to create a 
better ambience at the post office à la de- 
partmental stores or malls, where the 
minute a customer walks in he feels com- 
fortable about the place and is greeted by 
the employees with smiles. It goes a long 
way in retaining the clients and making 
them come back again and again. 

While mystery and controversy sur- 
rounds the DoP Bill, future plans of the 
DoP include collaboration with printing 
companies. The department is now de- 
signing a backward integration plan, 
which supposedly will cover the entire 
chain from printing to posting of busi- 
ness literature. This will allegedly help 
DoP improve its margins. While there 
are mixed reactions from people about 
the whole reinvention of DoP, only time 
will tell if the path chosen by it will lead 
to the right destination and bring profits 
to the department; or if it will lose track 
and dilute the identity of the organiza- 
tion. However, DoP needs to be ap- 
plauded for making efforts to improve its 
condition in this competitive world. «^ 


N Janardhan Rao 
and Feroz Zaheer 
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One click makes 1200 


placement consultants work. 


| Introducing Menster ExpressResume. 
It allows you to send your resume to 1200 
placement consultants across the country in one go. 
To subscribe to ExpressResume, SMS ‘ER FA’ to 98663-11011 
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A JOB IS NOT 
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Happy Times are Here Again 
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Having faced a crunch time during the last few years, Indian FMCG 





companies' growth finally seems to be back on track. 


—————————————— — 


e last few years had been a slog 
for the Indian FMCG Industry. 
But when HLL, the poster boy of 
this industry, posted a healthy double- 
digit growth in both its top line as well as 
bottom line, it must have come as a great 
relief to the industry players—more par- 
ticularly, the FMCG biggies—as the 
years of price war did not help anyone; 
except of course, the consumers. The 
FMCG giant clocked a Y-o-Y growth of 
11.4% in its top line in 2005, its first 
double-digit growth in sales after a gap 
of six years! The stellar performance also 
signaled that the goliath was also able to 
get some market share back as well as 
pricing power. And the others are not far 
behind as the rosy growth projections by 
research analysts have only boosted the 
morale of the industry players. 
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A host of factors have driven the 
growth of the sector in recent times. A 
robust economic growth, rising rural 
consumption and power pricing are 
some of the major factors behind the re- 
vival in fortune. The demand is not only 
coming from the urban areas but also 
from the rural areas with an increase 
in the rural buying power. Though the 
rural areas currently account for 3446 of 
the total FMCG consumption in the 
country, in major FMCG categories 
such as personal care, fabric care, and 
hot beverages, its share grows to more 
than 40%. 

And the future looks bright for the 
industry going by industry experts' 
views. According to a research by HSBC, 
the FMCG sector is set on a rapid growth 
trajectory with the projection of growth 


to go beyond 60% till 2010. “This will 
translate into an annual growth of 1096 
over a 5-year period," says the research 
by HSBC. 


Innovation holds the key 

Of late, the companies have begun to 
realize that if they have to beat the 
competition and gain an edge over com- 
petitors, innovation has to be the main 
weapon in their armory. And this inno- 
vation should not necessarily be con- 
fined to only products, it could be in 
other areas as well, like distribution 
(ITC-eChaupal), marketing (Godrej 
No.1), etc. Already a few companies 
have taken initiatives in that direc- 
tion. For instance, companies as a part 
of expanding their network have been 
taking up many strategic initiatives. 
One such company is Godrej, which has 
tied up with ITC for eChoupal network 
to sell its soaps. Experts opine that it 
is a good initiative for accessing the ru- 
ral market. 

*Power Branding" is another strat- 
egy initiated by firms like HLL where 
the focus is on core products. Experts 
suggest that as margins head south- 
ward it makes sense for companies to 
concentrate on high value brands, which 
fetch higher margins and enjoy high 
brand recall among consumers rather 
than cross-subsidizing brands that fit 
into either “Dog” or “Question Mark” 
category à la BCG Matrix. In fact, as the 
competition intensifies in the domestic 
FMCG market with low-cost regional ri- 
vals like CavinKare and Anchor tagging 
along closely with the biggies, it is im- 
perative that big players evaluate their 
product portfolio just the way they 
evaluate their business diversification. 
Indeed the power brand strategy is pay- 
ing off for the players like HLL and 
Godrej. In 2000, HLL had 110 brands in 
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its product portfolio. However, by the 
end of 2003, the company had shrunk it 
to 30 as a result of its decision to have a 
focused portfolio. Six of these were iden- 
tified as mega brands with sales of be- 
tween Rs. 500 cr — Rs. 750 cr and ac- 
counted for over 40% of its business and 
the company thought that each of these 
six has the potential to be a Rs.1000 cr 
brand. Today, that vision has begun to 
yield results. Wheel, a product targeted 
at rural consumers, has recently be- 
come a Rs. 1,000 cr brand. Godrej Con- 
sumer, another major player in the in- 
dustry, has implemented the same 
strategy and reported 50% growth for 
the nine months period ending Decem- 
ber 31, 2005. In an interview with Busi- 
ness Standard, Adi Godrej, Chairman, 
Godrej Group said, “The power brands 
strategy has worked very well for us. It 
is not to prevent dilution of the brand, 
but to prevent dilution of the company’s 
focus”. In fact, boosted by HLL’s suc- 
cess, the ‘power brand’ strategy now has 
fan followings in many other companies 
like Marico, and Dabur, which too has 
gone for power brand strategy and their 
results have been encouraging. How- 
ever, the strategy has not gone down 
well with critics who say that India be- 
ing a diversified culture with people 
having varied preferences, fewer brands 
cannot penetrate the entire nation. 


Overcoming the obstacles 
For long, distribution has been a mill 
around FMCG firms’ necks, given that 





it is a volume game and the products 
have to move in the market effectively 
to all the points in the given time. The 
firms’ distribution has a long supply 
chain and the cost is added at every 
point with cost margins of 2% to 5%, 
thereby, increasing the price for the fi- 
nal consumers. However, with the re- 
tail revolution taking off at a brisk 
pace in the country it is expected to pro- 
vide the much needed boost to margins 
of the FMCG sector in the country. Ex- 
perts say that retailing may just fix the 
FMCG industry’s supply chain woes. 
The increasing disposable income, in- 
crease in supply base which is due to 
lower tariff rates, imports and FDIs, 
are not the only reasons for the boom. 
But, the emerging technology that in- 
cludes inventory management, billing 
system, sales automation, Manage- 
ment Information System (MIS) and 
interactive application has made the 
sector appealing. Customers find it 
easier to indulge in shopping using 
credit and debit cards, possible only in 
organized sectors. They further opine 
that with the retailing sector becoming 
more organized now, more and more 
players are entering the retail busi- 
ness; it is time for manufacturers like 
HLL to rethink their distribution 
strategies. Another problem is the ris- 
ing competitive pressure and the re- 
sultant shrink in margins. 


The way ahead 

Experts suggest that going ahead it 
would be imperative on part of FMCG 
firms to maintain and improve their 
cost competitiveness so as to maintain 
customer loyalty. To achieve this they 
need to reduce distribution cost by 
eliminating intermediaries. This, in 
turn, can be done by opting exclusive 
outlets; however, it is effective only for 
premier goods although some cus- 
tomer segments prefer to shop which 
offer quality, easy accessibility, avail- 
ability, pleasant environment and 
cost-effectiveness. Another option, 
which is a more acceptable one, is to go 
to the organized retailers, bypassing 
intermediaries such as the wholesal- 
ers, distributors and suppliers. Here 
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the manufacturers can supply the 
products directly to the warehouses of 
the retail chain. 

Being the second most populous na- 
tion in the world with a growing 
middle- class, India offers huge oppor- 
tunities to FMCG players. The rising 
disposable incomes and purchasing 
power of the rural masses are surely 
music to the ears of consumer goods 
manufacturers in the country. In fact, 
many experts believe that, going 
ahead, it is the rural areas which are 
going to be the major growth drivers for 
the FMCG industry. It is no wonder 
then that firms like HLL are heading 
to these markets. One-third of HLL’s 
sales came from rural India in FY05 
which was largely held responsible for 
its strong performance in the fiscal, 
and HLL has announced to step up its 
initiative in such areas. “We will focus 
on increasing consumption and pen- 
etrations in the rural markets, where 
we see the bulk of our growth coming 
from,” said Harish Manwani, non-ex- 
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Urban vs Rural - Catching up to do 
FMCG Consumption in India 


Rural 34% 





ecutive Chairman, HLL, in a press re- 
lease. The FMCG major plans to 
strengthen its rural network through 
its rural initiative, Shakti. ITC, though 
a new entrant, is already a major force 
in the domestic FMCG industry 
thanks to its strong financial muscle 
and unmatched distribution/penetra- 
tion levels (even HLL cannot compete 
with ITC on this front), has already 
made a headway in rural markets with 
its now hugely successful eChaupal ini- 
tiative. 

Besides the rural markets, the 
growth of the retail sector in the coun- 
try holds much promise for the growth- 
hungry FMCG industry. With the orga- 
nized retailing covering just 2% of the 
country’s retail sector, the potential for 
growth is huge. Going by HSBC's re- 
search, the FMCG sector may be in for 
positive surprises led by the growth of 


the organized retail sector in the coun- 
try, which it says is likely to provide 
opportunities for new category growth. 
However, it may also mean further 
pressure on margins of FMCG manu- 
facturers. Nonetheless, retail compa- 
nies say they could enhance margins 
for consumer staple companies from 
the current 13-14% to 18-20% over the 
next three to four years. Other signifi- 
cant changes could be in the focus area. 
HSBC research says that its esti- 
mates for 2010 show a distinct change 
in the long-term composition of the sec- 
tor from a home and personal care 
dominant sector to one with a rela- 
tively higher share for foods. No wonder 
then, companies such as ITC, are posi- 
tioning themselves to leverage the bur- 
geoning urban demand for food prod- 
ucts. HSBC expects the non-tobacco 
FMCG to contribute 10% of the 
company’s revenue by 2008. On its 
part, HLL already seems to be there. 
The company’s growth for FY05 has 
been driven largely by the processed 
food category, which has risen 39% to 
Rs. 86.5 cr, followed by the personal 
products category, which has risen 25% 
to Rs. 871.3 cr, and the soaps and de- 
tergents category, which has seen a 
growth of 12.9% to Rs. 1,296.9 cr. This, 
however, is in contrast to analysts’ pre- 
dictions of a growth led by personal 
care products. 

HSBC research suggests that, 
within the home and personal care cat- 
egory, it’s the skin care, household care 
and feminine hygiene categories will 





(Rs. cr) 


Category FY05 FY10(E) 
Personal Wash 4000 6000 
Fabric Wash 4500 5900 
Household Care 2000 3900 
Hair Care 2600 6200 
Oral Care 2600 3500 
Skin Care & Cosmetics 2000 3700 
Male grooming/ 

Feminine Hygiene 1100 3000 
Bakery (branded) 5500 8460 
Edible Oils 10000 13380 
Dairy 11000 16920 
Beverages 8700 13390 


Source: The Economic Times 


keep growing at relatively attractive 
rates. Within the foods segment, it is 
estimated that processed foods, bak- 
ery, and dairy are long-term growth 
categories. This shows that companies 
are well on track. To conclude, as the 
domestic market shows signs of in- 
creased buoyancy including that of rural 
market into which companies are at- 
tempting to penetrate through both 
physical and virtual networks, it means 
that the domestic FMCG sector may 
just be in for growth on a faster track 
ahead. ^ 
Amit Singh Sisodiya 
and Kavitha Putta 


Reference # 01M-2006-05-17-01 














You are as good as 


your resume. 


Introducing Monster RightResume. 
Now get your resume crafted by a professional 
| resume writer and give it the winning edge. 
. To subscribe to RightResume, SMS ‘RR FA’ to 98663-11011 





64 a Chartered Financial Analyst i May 2006 





monster.com 


India's No.1 jobsite 















M CORPORATE STRATEGY 


HP’s HURD 


Reinventing the PC Giant 
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After transforming HP into a lean and efficient company, the new CEO Mark 
Hurd faces tougher challenges — the world’s No. 2 PC maker has to find new 
areas of growth as competition intensifies. 
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"Five months in, CEO Mark Hurd's 
no-nonsense approach is being felt in a big 
way—and the Street has taken notice.” 

— BusinessWeek 
September 1, 2005 


e is essentially an operations 

guy a straight-talking number- 

crunching wonk or so the indus- 
try watchers would like to dub him. 
When Mark Hurd took over the reins of 
the $80 bn PC giant, which ranks second 
globally, next only to cost-cutter Dell, the 
comparisons were bound to be made. For 
Hurd, an ex-NCR hand (where he worked 
for 25 years) surely, the task on hand is 
huge and the responsibility to restore the 
lost glory requires a brave effort as today's 


HP is characterized more by razor-thin 
margins, directionless divisions with in- 
consistent performances and a very chal- 
lenging business environment, which 
have left Hurd with a company full of 
loose strings. However, the investors have 
been bullish about the company, looking 
at its industry-leading printers business, 
which is roughly equal to 2/3 of its market 
capitalization. This leaves Hurd with the 
immediate task to show value to inves- 
tors in HP's other divisions. Initiatives 
like cost-cutting, layoffs, and increased 
R&D efforts have already made lots of in- 
vestors believe in the HP story. However, 
having demonstrated his execution skills 
to perfection, Hurd will be under great 
pressure to live up to the same expecta- 
tions on the vision front too. 


Hurding HP 

A career spanning 25 years and manning 
roles from sales to operations, and even- 
tually leading NCR as President and 
CEO, Mark Hurd has done and seen it all. 
Strong execution skills and leadership 
abilities, along with his proven track 
record of turning around sick divisions 
into profitable ones, landed Hurd the 
tough job of leading the floundering HP in 
April 2005. And he has shown that he 
means business. His successful fat elimi- 
nation and streamlining of operations 
have allowed HP book a profit of $1.23 bn 
increasing its earnings by 30% and 
growth in sales by 6% in first quarter of 
2006. HP has also moved fast to absorb 
the huge cost of merging with Compaq. 

Robert Enderle, Principal Analyst, 
Enderle Group, says, "The clear problem 
HP had post Carly Fiorina was of execu- 
tion and not vision." He further adds, 
“Hurd is very strong on execution.” HP's 
major divisions like Printers, Hardware, 
Software and PCs have turned profitable 
after Hurd took over the reins of the com- 
pany from the much charismatic Carly 
Fiorina, the Chief Architect of the HP- 
Compaq merger, but was shown the door 
as she struggled to deliver on merger 
promises. Hurd has been successful in 
transforming its other once sleepy divi- 
sions like the Enterprise Servers and 
Storage division into profitable ones. In 
fact, it has earned more than four times 
what the PC division did in 2005. The 
Personal Systems division, on the other 
hand, recorded its fifth consecutive quar- 
ter of growth. 

His other measures include elimina- 
tion of the unified marketing and sales 
divisions, layoffs of 14,500 employees, as 
any unwanted expenditure has been un- 
der Hurd's scanner since he took over. 
Another hallmark of his measures is his 
decision to bring in outsiders: something 
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which is rare at this Silicon Valley giant. 
With a strong focus on every aspect of the 
business, Hurd has been taking steps to 
make HP a one-stop solution provider for 
all services and products to its custom- 
ers. However, his strategy of focusing on 
the high-growth data centers, data stor- 
age. high-end printing and mobile com- 
puting businesses and leading HP has 
been a tightrope walk for Hurd. So far, he 
has been successful in realigning its 
business to grow along with the changes 
in the market. 


Time to reinvent 
Lacking its traditional focus-innovation- 
HP has been doing everything, but inno- 
vate. And though trying hard to match 
its competitors and build its business 
along those lines, the fact is that HP 
doesn’t have any major winners except 
its printing and imaging divisions. Ex- 
perts say that Hurd can buy time by try- 
ing to make HP's products compatible 
with that of others, while simulta- 
neously prodding his innovation team to 
come out with good products. And in- 
stead of trying to be efficient, HP could 
invest aggressively, pursuing new 
growth areas, suggest industry experts. 
However, keeping almost all of the com- 
pany intact, Hurd has sent strong sig- 
nals that he would still prefer to do it his 
own way—the Hurd way. But Enderle 
cautions, “Not being a visionary, Hurd 
will have to depend on others like Shane 
Robinson to fill the gap and work together 
to balance the critical need of the com- 
pany.” The challenge before Hurd, hence, 
will be to create a distinct identity for HP. 
Another major problem for HP is to 
have a clear focus. HP with its recent pur- 
chases is looking at the potential in the 
database archiving business in the longer 
run, given its larger installed base of cus- 
tomers using its server and storage prod- 
ucts and services. To strengthen its enter- 
prise servers and storage and software 
capability, HP recently acquired, 
OuterBay, an information lifecycle man- 
agement software firm; ApplQ, a storage 
vendor; and Peregrine Systems, an asset 
management and IT service manage- 
ment provider. Other acquisitions include 
Snapfish and Bilderservise.de, both 
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had 
photo service providers, to add to its im- 
aging group. To remain profitable and 
sustain the growth momentum, Enderle 
feels, “HP needs to work on its internal 
bureaucracy. To win the race, you have to 
move quickly and HP is vastly slower 
than Dell.” 

The printers and imaging divisions 
for long have been the cash cow of the 
company feeding its other divisions, 
which, until recently, were surviving by 
the feeding from the profits gained by the 
printers division. Enderle states: “This 
overdependency is the result of the good 
execution in that division, poor execution 
in other divisions has been the problem 
that has taken overly long to address.” 

Initiatives to increase the attach rate 
of the products sold by the company in- 
stead of focusing on just increasing the 
percentage of products sold, analysts 
feel, have made the company more prag- 
matic and result-oriented. A section of 
the industry experts still feel that imag- 
ing is what drives the company and will 
do so still in the future. By drawing at- 
tention to the broadband explosion, in- 
creasing gaming business demanding 
heavy imaging needs, they feel the com- 
pany has what it takes to become a 
strong unrivalled player in the imaging 
business. Also, getting its attention on a 
few products with lots of refinement 
could help the company make optimum 
use of its resources. 


Hurdles for HP 

The problem for HP has been growing only 
of late. Its most profitable printer divi- 
sion is facing the heat from low-cost play- 


ers like Dell, Lexmark and Canon. And in 
the other segments like storage and serv- 
ers, rivals have been more aggressive cut- 
ting costs and shrinking margins. Data 
storage is another area where HP has 
been weak with decreasing revenues. 
With a saturated PC market, it will be 
tough for the company to have good 
growth in the coming days. Enderle reck- 
ons, “Finding synergy between the groups, 
particularly printing and imaging, which 
is where much of the company’s value lies, 
currently is a big challenge.” He adds, 
“The need to showcase the value of its in- 
vestment in R&D needs urgent attention 
as it doesn’t seem to pay dividends in line 
with its costs.” Organizational changes in 
its culture, operations, etc., will have a 
strong bearing on HP's profitability. Also, 
concerns about its lackluster products, 
lack of innovative products, confused 
sales strategies and crowded businesses 
it operates in have to be addressed soon if 
HP needs to remain ahead of its competi- 
tors. Experts also warn that the cost-cut- 
ting by axing surplus employees could de- 
moralize other employees and could have 
a telling effect on their performance. 
Enderle cautions, “Turf wars, where 
people are not allowed to do the right 
thing because it isn’t their job, will dam- 
age the firm’s performance.” Some indus- 
try observers still doubt Hurd’s capability 
in leading the giant, as his operational ex- 
cellence is given more credibility than his 
vision for the company like Fiorina had. 
He may achieve that with respect to com- 
panies like IBM, but will be difficult with 
cost-cutters like Dell and Acer. 

Carly Fiorina’s aggressive tactics 
saw Compaq merge with HP, which has 
created a big mess for Hurd to clean up. 
While its competitors have grown up to 
be world-class players like Dell, a cost- 
cutter to the core; and IBM, an unbeat- 
able force in the services arena, HP has 
to create its own niche. Being a manufac- 
turer to the core, HP has been troubled in 
managing its logistics and distribution 
channels, which are not allowing it to 
earn good margins on its sales. And the 
option of hiving off all the business units 
and retaining the printers and imaging 
business could be a dangerous proposi- 
tion for the company with less spread 
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and increased risk. Enderle suggests 
thet HP could look at the consumer elec- 
tronics market which have been expled- 
ing with strong growth opportunity and 
also SMB, an under- penetrated market. 
This option looks attractive given the 
fact that the Compaq deal, which is ex- 
pected to make HP a leader in the PC 
business, has left it with hard hitting 
Dell at the lower end and IBM at the 
higher end with a precarious position— 
to manage a monstrous company with 
less and less consumers. However, in the 
lucrative electronics business, it will 
have to deal with a host of companies 
from Sony to Kodak to even Apple. it 
probably could take a leaf of the strategy 
of Apple, which even with such measly 
market shares has been able to come out 
with blockbusters like iPod making it 
easier for people to use technology than 
understand it. In the services arena HP 
is no match to the powerful IBM, EDS 
and Aecenture. In the storage and server 
business the competition has been tough 
from focused players like EMC, Hitachi, 
Teradata, Storage Tek (now acquired by 
Sun), etc. 

The famous culture of HP, which was 
once the home for top-notch engineers 
and scientists, has been coming down 
with employees driving out in packs. The 
urgent need for Hurd will be to retain key 
people while bringing in more talented 
people from outside and even HP veter- 
ans to take on the heat of turning a com- 
pany as big as HP into a more profitable 
and innovative one. As the time is run- 
ning out for HP, with the cost-cutting ex- 
ercises having to come to an end some- 
time, and benefits from them will be lim- 
ited, the company has to quickly identify 
other growth areas to increase its profit- 
ability. Operational efficiencies will be 
core to HP's ability to execute for the fore- 
seeable future but his is pluming and for 
them to result in advantages HP has to 
be more efficient than its competitors." 
says Enderle. 


Better days are ahead? 

Or, so the latest financial performances 
suggest. For the first quarter ended 
January 31, 2006, HP's net revenues 
grew by 696 on a Year-on-Year (YoY) ba- 
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The urgent need for 
Hurd will be to retain 
key people while 
bringing in more 


sis bringing in $22.7 bn to the coffers. 
Americas still provided the company 
with the biggest growth (10%) at $9.7 bn 
while Africa, Europe and the Middle 
East brought in another $9.4 bn, with a 
growth of 1%, while the Asia-Pacific re- 
corded a growth of 6% to $3.5 bn on YoY 
basis. 

Even earlier, HP recorded a decent 
8% growth to end the FY ’05 at $86.7 bn. 
On a YoY basis the imaging and print- 
ing group registered a 4% growth with 
revenues of $25.15 bn, while the per- 
sonal systems group brought in $26.74 
bn with 9% YoY growth. The company’s 
enterprise storage and servers division 
earned $16.7 bn with a 11% YoY growth. 
And the latest shipment figures for the 
March quarter of 2006 would provide 
just the kind of boost HP needs as it 
looks to regain the PC crown from Dell. 
According to the research firm Gartner, 
PC shipments increased by 13.1% YoY 
in the first quarter. HP, outsmarting 
Dell, staged a strong comeback as its 
PC shipment numbers grew by 22.3% 
over the same period the year before. As 
a result, the company’s worldwide mar- 
ket share grew to 14.9% from 13.8% dur- 
ing the said period. In the US, the 
company’s PC shipments grew by 15.3% 
where its market share rose to 18.5%. 
In contrast, Dell recorded a much lower 
growth of 10.2% in its worldwide PC 
shipment; as a result the company’s 
worldwide PC market share fell from 
16.9% to 16.5% while in the US. Its 


market share came down to 29.8% from 
32%, during the said period. With 15% 
YoY growth and revenues of $1 bn, the 
software division had the biggest 
growth in the fiscal. However, with the 
company expecting single digit growth 
rate in the range of 4-6% for the fiscal 
year 2007, Enderle says, “Investors 
don’t like to see numbers this low and 
HP needs sustained double digit growth 
to become vibrant again.” 

Nonetheless, HP still is strong and 
has been demonstrating its innovation 
streak in its best division, the printing 
and imaging division, and has been tak- 
ing some risks in that division. Enderle 
suggests, “HP needs to take more risks 
to innovate and that may call for it to 
separate itself from partners like 
Microsoft and Intel or it may mean be- 
coming a more aggressive partner with 
these firms and others.” However he 
states: “Races are won alone and not by 
running in the pack.” In a recent presen- 
tation, Hurd outlined the plans of the 
company, like leveraging its core portfo- 
lio, entering new markets and making 
efficient use of capital to drive the 
growth of the company. Building strong 
assets, retaining talented people, and 
building culture of execution and ac- 
countability are some of the other plans 
he has for the company going forward. 
That may bode well for its future. 

Experts say that HPs weakness is 
its biggest advantage with virtually no 
other company being exposed to so 
many businesses. If it can tie up all the 
lose threads and be able to provide the 
entire host of services to consumers, es- 
pecially, the corporates, they would be 
more than willing to invite their sales 
pitch themselves. However, the prob- 
lem is that maintaining even single 
digit growth levels for companies as big 
as HP will be tough in the volatile tech- 
nology market. That means Hurd has to 
come out with clear plans to make sure 
everyone understands that his bolt fix- 
ing is only to prepare HP take on the 
heavyweights. «^ 

Amit Singh Sisodiya 
and Aala Santhosh Reddy 
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Auto Majors 


Cashing in on Components Boom 





As the global sourcing in the auto components is growing at a brisk pace, 
domestic and foreign auto majors are foraying into components 
manufacturing in a big way. 





e significant growth in the In- 
dian auto component industry 
has transformed the industry 

into a new hot business opportunity for 
domestic and foreign auto majors in both 
two- and four-wheelers segments. As the 
auto components industry is having high 
profit margins and industry outlook is 
lucrative for the next five years, the auto 
majors are betting big on entering the 
components business to leverage on cur- 
rent manufacturing boom. This may not 
be a strategy related to vehicle manufac- 
turing or trying to buy out component 
manufacturers to ensure a secure supply 
base. Perhaps, the motives for their en- 
try vary from company to company. 
While global majors like Suzuki, 
Hyundai, Daimler Chrysler, General 
Motors and Toyota are increasingly 


sourcing components through their inter- 
national purchase offices or joint ven- 
tures with domestic players, domestic 
companies such as Hindustan Motors 
(HM), Kinetic engineering, Tata motors, 
and Mahindra and Mahindra (M&M) 
have already been leading the compo- 
nents business in a big way as an added 
revenue stream. 


Surge in sourcing 
With the revival in Indian manufactur- 


ing, auto components industry has been 
booming with outsourcing orders from 
global Original Equipment Manufactur- 
ers (OEMs) and rising domestic de- 
mand. The components exports were in- 
creased at an average of 35% in the last 
five years. Component exports are cross- 
ing $1.4 bn and expected to $1.8 to $2 bn 


at the end of 2006. Nearly 7096 of the 
exports are catering to OEMs and the re- 
maining to aftermarkets. Moreover, In- 
dia has become a preferred destination 
for Global OEMs to establish local ven- 
tures for sourcing. Global majors like the 
Suzuki, Hyundai and Honda are enter- 
ing components manufacturing through 
their ancillary arms and joint ventures 
with domestic firms. 

Global OEMs are poised to utilize 
the Indian advantage of cost and labor 
for their global requirements. Suzuki is 
planning to set up an engine plant and 
aluminum foundry with Maruti, 
Hyundai chalked out its strategy with 
their car parts arm Hyundai Mobis 
for component manufacturing. VG 
Ramakrishnan, Program Manager, Au- 
tomotive and Transportation Practice, 
Frost & Sullivan, says: “Some automo- 
bile manufacturers are consciously tak- 
ing a long-term view of the auto compo- 
nent aftermarket. This market is ex- 
pected to organize at a higher level and 
vehicle manufacturers are building up 
capabilities in the aftermarket and 
treating their aftermarket division as 
profit centers". 

Indian plants of these global players 
already proved their quality standards 
and cost competitiveness. In addition, 
developed countries have the stringent 
environment norms, which are not 
present in India leading to the increase 
in sourcing. Toyota is also planning to 
use Indian suppliers for increasing 
sourcing from India to overseas plants. 
As Indian auto component makers are 
becoming competitive, Toyota is increas- 
ing the sourcing base beyond their Indian 
unit, which is Rs. 480 cr and 1.6 million 
capacity engine transmission plant JV, 
with Kirlosker to cater to the various 
plants, for the Innova model, across the 
world. Similarly, Suzuki's new diesel 
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plant would supply to Suzuki’s Hungar- 
ian venture Magyar Suzuki and other al- 
lances worldwide. 


Integrating strategy 
Autcmobile companies are entering the 


component manufacturing only in very 
specific areas. Auto components busi- 
ness (OE, aftermarket and exports) are 
a profitable stream of revenues for all 
automobile companies. Indian automo- 
tive players have varied reasons to en- 
ter the components stream, where the 
major reasons considered are catching 
the global sourcing opportunity, diversi- 
fication and most importantly to sur- 
vive in the highly competitive automo- 
tive industry. 

Among the auto majors, Mahindra 
& Mahindra has taken the auto compo- 
nents business in a big way. M&M has 
started a separate venture, Mahindra 
Systems Automotive Technology 
(MSAT) for developing their compo- 
nents business. Abhay Srivastav, Ana- 
lyst, Automotive sector, CRIS INFAC, 
says, “M&M is integrating its business 
with a foray into components business 
taking the long-term view of the aute 
components industry. Initially, their fo- 
cus areas are forgings, castings and ma- 
chining in which India has a competi- 
tive advantage.” Besides, M&M wants 
to consolidate small Indian players by 
providing the all necessary resources 
like capital and technology. MSAT 
aimed at achieving $1 bn mark by 2010 
from the present Rs. 1,000 cr revenues 
through growing inorganically. M&M al- 
ready acquired Sars transmissions and 
a plant of Amforge. Further, MSAT is 
looking at overseas acquisitions to ac- 
cess existing customers and technology. 
It has acquired Stokes Group, a UK- 
based forging company, which is having 
reputed clients like Koyo Bearings, 
GWK Group and Land Rover. Apart 
from supplying components to the par- 
ent company, MSAT is targeting 
M&N's JV partners like ITEC and 
Renault, which is promising $100 mn 
business in the next three years. Along- 
side this, M&M is also entering the cars 
segment where the product develop- 
ment and cost controls will be vital; 
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M&M is integrating its 
business with a foray 
into components 
business taking the long- 


term view of the auto 
components industry. 
Initially, their focus 
areas are forgings, 
castings and machining 
in which India has a 
competitive advantage 

— Abhay Srivastav 
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these acquisitions are aimed at cutting 
costs and time to market. M&M is hope- 
ful that MSAT will emerge as a one- 
stop global component sourcing shop in- 
cluding all functions such as design, 
forge, machine, tool and deliver compo- 
nents. 

Similarly, Tata Motors an automo- 
bile conglomerate is also looking for- 
ward to their components business. 
TACO, an ancillary arm of Tata Motors 
aimed at raising the proportions of in- 
come to 80% from the OEMs other than 
Tata motors. BS Rathor, former Vice- 
President Ford India and industry ana- 
lyst says, “Fully integrated players like 
Tata are already having their presence 
in the components sphere; but it is not 
to satisfy their captive requirement, 
rather to concentrate on growing compo- 
nents sourcing globally”. Recently, 
TACO has formed two JVs with Visteon 
Corporation. Taco Visteon Automotive 
Products (TVAP) will be focusing on In- 
dian OEMs with the product portfolio of 
lighting systems, power train compo- 
nents and air induction systems. Taco 
Visteon Engineering (TVEC) key cus- 
tomers will be Visteon US and Europe 
in CAD/CAM and engineering allied 
services. On the other hand, heavy ve- 
hicle maker Ashok Leyland is also for- 
aying into components. Mainly concen- 
trating on the spares (aftermarket) 


business, they want to create brand dif- 
ferentiation for the “Leyparts” brand 
name. Apart from supplying the aggre- 
gates to Chinese and Japanese players, 
Leyland is exploring the ways to supply 
the US and European auto majors too. 
It seems they are following a parallel 
strategy for promoting the brand and 
getting into the components manufac- 
turing by using the surplus resources. 


Additional revenue stream 

Small automotive players who are fac- 
ing troubles with their mainstream 
automotive business also entered the 
component business to get the addi- 
tional revenues. 

In the post-liberalization era, 
Hindustan Motors (HM) was unsuc- 
cessful in selling cars; and thus, 
started auto components manu- 
facturing business in engine and trans- 
mission systems segments, supplying 
Ford India, M&M and General Motors. 
HM is aggressively looking at cashing 
the growing demand for engines and 
transmission systems from both do- 
mestic and foreign OEMs. Rathor 
opines: “Hindustan Motors is following 
the strategy of utilizing the spare ca- 
pacity and existing facilities with them 
for components and contract manufac- 
turing to change their revenue mix”. It 
will surely earn additional revenues 
and improve the bottom line of the 
company. 

HM hived off its auto component 
business and created a separate ven- 
ture called AVTEC with the infusion of 
capital from a private equity firm Actis 
and GK-CK Birla. It has posted a rev- 
enue of Rs. 500 cr this year. AVTEC is 
also looking to develop new customers 
apart from the existing customer base. 
Similarly, Hero Motors also joined the 
bandwagon of automobile companies 
who are driving the auto components. 
They want to reduce dependence on 
the two-wheeler segment and concen- 
trate more on booming component 
manufacturing. 

Hero Motors MD Pankaj Munjal 
adds, ^Within the next two years, we 
expect the engine and parts business to 
account for 7596 of our revenue while 
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the remaining 25% will come from 
mzking two wheelers". It has already 
bagged an order from bombardier rec- 
reation products to make 800cc engme 
components and transmissions. Be- 
sides, negotiations are in process with 
BMW and Piaggio for supplying parts. 
Similarly, Kinetic Engineering is 
poised for a turnaround with revenues 
from parts business. It plans to in- 
crease the sales of components to 
Visteon and Bajaj Tempo Ltd., and is 
expecting Rs. 60 er business from the 
components this year compared to Rs. 
35 cr in the last fiscal year. 


Benefiting the industry 

Today, Indian players have become 
mature and they are already past the 
stage of quality checks. As competition 
intensifies it is going to help the Indian 
industry in increasing quality, redue- 
ing cost and maintaining delivery effi- 
ciency. Srivastav opines: “Sourcing of 
compenents is happening primarily in 
the labor-ntensive parts. Anyhow, 
technology-intensive products are not 
moving to India and technology is still 
with the global OEMs”. These players 
are developing their own vendors and 
importing from them. As far as exist- 
ing players in the components sector 
are concerned, the entry of vehicle mak- 
ers on their own or through JV 
won't affect their prospects in the near 
future as there is enough business for 
everyone. 

Aceording to Ramakrishnan, “Auto 
component sourcing from India is ex- 
pected to post good growth. Automobile 
majors entering the component manu- 
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Globally, the industry is 
moving to the assembly 
of modules and leaving 
the entire component 
manufacturing and sub- 
assembly to tier-l 
companies. India would 
eventually have to move 
in that direction. These 
are a few expectations 
to the trend 


— Ramakrishnan 
Program Manager, Automotive 
and Transportation Practice © $ 


Frost & Sullivan 

facturing would increase the pace of 
sourcing components from India by glo- 
bal vehicle manufacturers”. India has 
still a mere 1% of the total global com- 
ponents business, and there is enough 
room for every Indian player to fulfill 
their dream to become big. With ven- 
dor rationalization taking place rap- 
idly, companies are reducing the num- 
ber of vendors to supply sub-assem- 
blies rather than buying separate com- 
ponents from each vendor. Srivastav 
opines: “Finally, component industry is 
going to be driven by the export growth 
rather than domestic growth”. 

As the auto components industry is 
driving the current manufacturing ex- 
ports boom, for automotive manufac- 
turers, with integrated facilities at 


their disposal, it is a perfect business 
opportunity. A recent McKinsey survey 
estimated that Indian auto component 
industry has the potential to grow 
500% from its current level to revenues 
of US$33-40 bn by 2015, including 
US$20-25 bn in exports and US$13-15 
bn in domestic consumption and indi- 
rect exports. Since, the components in- 
dustry is capital-intensive and work- 
ing capital cycle takes a long time to 
meet financing requirements, with 
foray of cash rich auto majors in compo- 
nents manufacturing these problems 
will be solved. In addition, there is a 
large scope for consolidation (initiated 
by M&M and TATA) in the components 
industry with the entry of auto majors 
in the future. 

Ramakrishnan opines: “Globally, 
the industry is moving to the assem- 
bly of modules and leaving the entire 
component manufacturing and sub- 
assembly to Tier-I companies. India 
would eventually have to move in that 
direction. These are a few expecta- 
tions to the trend.” As the industry is 
moving ahead with a surge in exports 
volume to capture the next wave of off- 
shore manufacturing, they must move 
up the value chain to become focused 
players in component manufacturing 
to achieve a sustainable competitive 
advantage. And it is the quality and 
compliance with the delivery sched- 
ules that ultimately sustains the 
growth. «^ 


N Janardhan Rao 
and Ravi Babu Adusumilli 
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B ARTS AND ARTISTS 


The Real ‘Catcher in the Rye’ 


Is it a Mere Conjecture? 


which unceasingly attracts both raw 

ervor and scholarly undertakings: 
It's about Holden Caulfield, the super 
cool American disaffected youth, who 
has come to exemplify the almost Ham- 
let-like revulsion for the “rank and base 
things” of the world; Only, unlike the 
prince of Denmark, Caulfield was all of 
16 years, flunking his way out of yet an- 
other elite prep school, all the while ar- 
ticulating a profound distaste for all 
things phony. He also differed from 
Hamlet in another crucial aspect: his 
manner of articulation: breezy, impu- 
dent and endearing; none of the exalted 
but pedantic bemoans of Hamlet. 

My enterprise here is not to heap an- 
other richly deserved eulogy on the 
catcher in the rye, not even to once again 
commend its brilliant and famously re- 
clusive writer JD Salinger. I want to put 
forth here a conjecture which struck my 
fancy; I want to promulgate the idea of 
Thomas Dequincy, that infamous and lu- 
minous writer of “confessions of the En- 
glish opium eater” as one who embodies 
the traits that Holden Caulfield is loved 
and revered for. 

Like Caulfield, Dequincy was both 
derelict and disillusioned. He too played 
the truant from his own academic pur- 
suits, to the point of seceding from both 
family and school. Like Caulfield, 
Dequincy displays an unfailing rever- 
ence for the classics, and an inveterate 
reader. It was said of Dequincy that his 
room, and he almost always lived in indi- 
gence, while lacking in bare essentials of 
a practical life, abounded with books, 
and that he had a correspondingly im- 
mense erudition, extending to mastery of 
the Greek language. 

Like the catcher, Dequincy loathed 
school. Though he distinguished him- 


| set off to write here about a subject 


self as a brilliant student, if every er- 
ratic, the ordeals of exams unnerved 
him sufficiently to have him flee from 
school, wandering desperately on the 
desolate rooms of London, the London of 
penury unknown to the affluent. 

Caulfield returns as the prodigal 
son from his recent academic debacle, 
and only after spending two good days 
and nights running about anguished 
and guilty, finding solace in gloom and 
debaucheries. When he chronicles his 
desperate sojourns, his parents are 
reconciled and tolerant of his infamy, 
and being assured he will “apply him- 
self’, commit their delicate son to a 
psychologist. From that stint, 
Caulfield recounts his much vaunted 
episodes. Dequincy did his readers the 
kindness by recording his equally dis- 
solute wanderings with astounding 
perspicacity. 

Drawing freely from his vast erudi- 
tion, and with great felicity, he relates 
about his reliance on opium, originally 
taken to alleviate an oft repeating infir- 
mity. Opium, of course, transported him 
into formerly un-chartered territories of 
the mind, greatly enabling him to per- 
ceive easily what he only found eulo- 
gized and dreaded in his beloved clas- 
sics. Long before Freud studied and 
wrote about the effects wrought by the 
suffering endured by a child, Dequincy 
was writing, alarmingly perceptively, 
about how "there is no forgetting pos- 
sible to the mind". With acuity till then 
unheard of, he was to probe his mind, 
and that of man at large, deliberately 
letting his learning inform him in the 
understanding of these findings. 

Both Dequincy and Caulfield, and 
this order of names is only fair consid- 
ering how Dequincy easily precedes 
Caulfield by more than 50 years, have 


a penchant for the philosophical rumi- 
nation, though they clothed these 
"gloomy murmurings" differently, but 
always with deceptive skills. Dequincy, 
who befriended such leading lights of 
his day as Wordsworth, Coleridge and 
Charles Lamb, although revering 
these great poets unfailingly, deni- 
grated them too. He, much like his 
younger dissentient, was quick to dis- 
cern the all too flawed nature in even 
the most gifted of men. And, though 
this may appear as insolent to most, 
their sublime reproaches of the fallible 
man prove very accurate. These peripa- 
tetic authors go on to win acclaim on 
the dint of chronicling their sojourns, 
and in their disquiet and disenchant- 
ment entire generations found their 
own fears and scorns beautifully ex- 
pressed. We not only benefit from read- 
ing these extraordinary accounts of dis- 
content, we recognize in them whatever 
is noble in us too, because we too have 
been repulsed by all that's base in the 
human nature and exalted all that is 
lofty and sublime. 

Perhaps, JD Salinger was entirely 
unaware of these resemblances, though 
it is not implausible to believe, espe- 
cially given his own voracious reading, 
that he is privy of the existence of 
Dequincy and his illuminating *Confes- 
sions of an English opium eater". As 
was said of Hamlet, perhaps we all - 
have a "smear" of the spirit of the 
catcher in us all, and in realizing a char- 
acter like Caulfield, Salinger was un- 
wittingly paying homage to his true 
forerunner and kindred spirit: Thomas 
Dequincy. /4 


- Chaitanya Katuri 


Reference  01M-2006-05-20-03 





Chartered Financial Analvst a Mav 200. a 72 


M 
B ARTS AND ARTISTS 





Freakonomics 








s per the lexicons, a rogue is a de- 
ceitful and unreliable scoundrel. 
us, a book subtitled as A 


Rogue Economist Explores the Hidden 
Side of Everything can be easily presumed 
as the bedtime story explaining whatever 
any central bank would not desire to hap- 
pen. However, the book titled 
Freakonomics is not so. 

Freakonomics is a New York Times 
best seller written by Steven D Levitt and 
Stephen J Dubner. Levitt is Director, Ini- 
tiative on Chicago Price Theory, at the 
University of Chicago Department of Eco- 
nomics. He is the latest receiver of the 
John Bates Clark Medal awarded every 
two years to the best American economist 
under 40. Dubner is basically a journalist 
writing for New York Times and is the na- 
tional best-selling author of two books, 
none of which is relating te core econom- 
ics. He met Levitt to interview him for 
writing a profile for the New York Times, 
with the prior experience that economists 
generally speak in English as if it were a 
fourth or fifth language. Levitt had an 
impression about interviewing journal- 
ists as not being “robust”. However after 
the interview, Levitt decided that Dubner 
was not a complete idiot and Dubner 
found that Levitt was not a human slide 
rule. Their meeting culminated in writing 
this best seller. 

Economics could be a boring subject to 
the uninitiated. But this book makes it 
interesting even to such persons, may be 
because it has less of economics! The book 
is not a typical economics text book ex- 
plains some freak incidents which can 
abound. Actually, the economic principles 
that are brought out in the book are not 
direct, but are tangential. It does not deal 
with traditional issues like price theory, 
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market behavior, international trade, 
ete., but such mundane issues like; what 
do school teachers and sumo wrestlers 
have in common, why drug dealers still 
live with their moms, what makes a per- 
fect parent and so on. But answers to all 
these apparently incoherent questions, 
some of which are ‘rogue’, are based on 
simple economic principles, as evidenced 
in the book. 

The book hints that it does not have 
an apparent unifying theme. Even the 
subjects are disjointed and are appar- 
ently not unified enough to be grouped to- 
gether. But this is as far as the explana- 
tory note offered by the authors is con- 
cerned. The capacity to see the daily facts 
of life differently, to link the available 
data and arrive at the results, and the 
ability to distinguish between cause and 
effect are not common among all econo- 


A Rogue Economist Explores the 
Hidden Side of Everything 


mists. Levitt and Dubner complement 
each other, thus bringing together such ar- 
cane queries and weave a common theme, 
which binds the articles strongly, but does 
not disclose itself unless the reader looks 
into it. A subtle hint is given in the intro- 
duction, when the authors say; Economics 
is a science with excellent tools for gaining 
answers, but with a serious shortage of 
interesting questions. 

Let us start with the only chapter 
which evoked some controversy. The chap- 
ter “Where have all Criminals Gone?" 
deals with the law and order situation 
and, more importantly, the cause for fall 
in crime rate in the 1990s in the US. The 
chapter picks up from the news items, the 
various published reasons such as inno- 
vative policing strategies, tougher gun 
control laws, strong economy, increased 
number of police, etc. With empirical evi- 
dence, the authors prove that all these are 
not reasons; the basic reason for the fall in 
crime rates, which every analyst over- 
looked, was the legalization of abortion 
throughout the country about 18 years 
ago. With facts and figures, the authors 
conclude that such permitted abortions 
were the reason for preventing birth of 
unwanted children, who, had they been 
born, would have led unhappy and possi- 
bly criminal lives. 

Abortion is a sensitive subject loaded 
with committed opinions and views and 
naturally led to different comments on 
the conclusions these authors had 
reached. The press and people did not ex- 
press themselves strongly with the au- 
thor as in the case of other chapters. The 
statistical arguments cover numerical 
relative value between a fetus and a new- 
born and based on it, the correlation be- 
tween the number of persons who die in 


Freakonomics 
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homicide and the number of abortions per 
annum, are too grotesque to be economi- 
cally measured, analyzed, and later ac- 
cepted in the market. Perhaps, this was 
well-anticipated even by the authors, 
when they considered this as an outra- 
geous question and agreed that *to claim 
that legalized abortion resulted in a mas- 
sive drop in crime will inevitably lead to 
explosive moral reactions". 

Given an opportunity, a woman 
makes the best judgment on whether she 
would be able to raise the child or she 
should opt for abortion. The authors con- 
clude the chapter ominously; “but once a 
woman decides she will have her baby, a 
pressing question arises: what are par- 
ents supposed to do once a child is born?” 

The first chapter “What do School- 
teachers and Sumo Wrestlers have in 
Common” deals with issues of cheating. 
Quoting extensively from the Chicago 
Public School system data, the authors 
explain the results of imposing a policy of 
linking school results with the future of 
the school and the teachers. The disgrace- 
ful act of cheating by Chicago teachers 
and Georgia professors to avoid punish- 
ment is similar to the cheating by sumo 
wrestlers in Japan. The latter also in- 
dulge in match rigging and taking advan- 
tage of the match rules. Each wrestler has 
15 bouts per tournament. If one finishes 
with a winning record, i.e., eight victories 
or more, his rank will rise. The eighth vic- 
tory in any tournament is, therefore, criti- 
cal, and the decisive factor for promotion 
and demotion. With very impressive sta- 
tistics and logic relating to the results of 
7-7 wrestler facing an 8-6 wrestler, the 
authors prove how the close knit sumo 
players rig the results. The chapter an- 
swers the question “who cheats?” as 
“well, just about anyone, if the stakes are 
right”. There are supporting evidences 
from the parents of day-care students of 
Israel or the experience of a noble hearted 
boss of a company who brought bagels 
and kept a cash basket where the users 
are required to drop money voluntarily— 
the collection dropped from the initial 
95% to 87%. 

The two chapters “How is the Ku Klux 
Klan Like a Group of Real Estate Agents” 
and “Why do Drug Dealers Still Live with 


their Moms” deal with the economics of 
illegal activities. In the first, the authors 
explain the power of information and how 
the internet age allows the information to 
fall into “wrong hands” and, hence, much 
of the group’s advantage disappears. It 
draws extensively from the first-hand ex- 
perience of a young foolhardy, fearless 
anti-bigot Mr. Kennedy, who goes under- 
cover and joins the KU Klux Klan (an un- 
derground group which propagates white 
supremacy and worked for reducing the 
colored people to a condition closely allied 
to that of slavery). Kennedy was eager to 
hurt it any way he could. He got a radio 
station to write programs in which Super- 
man would wipe out the Klan in which the 
real ‘secrets’ of the Klan were broadcast. 
This resulted in the Klan losing momen- 
tum and began to flounder. 

The authors compare this to a new car 
being driven out on the first day, when it 
loses nearly a quarter of its value. This is 
merely because or the buyer for this used 
car would presume that the owner is sell- 
ing because the owner knows something 
that is wrong with the car, which the pro- 
posed buyer does not know and, hence, the 
biggest depreciation is on day one. Mere 
information and presumed information 
affects the economic value tremendously. 
Examples of real estate agents getting 
the houses sold at prices not necessarily 
the true value because of the knowledge 
they possess, the securities traders’ 
knowledge in manipulating the prices, 
the tendency to pass on biased informa- 
tion on online dating sites, are all pro- 
vided to supplement the argument. 

The next chapter draws from the field 
experience of India born US raised 
Sudhir, who was pursuing his PhD in So- 
ciology. Having taken interest in the 
study of daily life of ghetto criminals, he 
joins the group as a research student with 
an unstructured style and brings out in 
detail the economics and the manage- 
ment style of such organizations. The 
problems of running the organization by 
the gang leader and his relative richness 
compared to that of the foot soldiers are 
vividly described. The drug dealers, thus, 
may not earn much to live away from their 
mothers till they grow up in the hierarchy, 
perhaps, like in the official world outside! 


The last two chapters deal with issues 
relating to parenting; what is perfect 
parenting and whether parents really 
matter. It starts with differentiating be- 
tween risks that scare people and risks 
that kill people by giving examples such as 
parents keeping children away from guns, 
but not swimming pools (though the risk in 
the latter is higher), preference in the 
choice of flying and driving, threats of mad- 
cow disease and spread of food-borne 
pathogens in the average home kitchen 
and terrorist attacks and heart attacks. It 
deals with psychology, economics and soci- 
ology in black & white situations. It refers 
to several research studies on this subject 
and in particular to the data generated by 
Karly Childhood Longitudinal Study 
(ECLS) undertaken by the US Depart- 
ment of Education. Helpfully, the chapter 
also explains correlation, basics of regres- 
sion analysis and the difference between 
causality and correlation. 

Out of the data, an analysis is made 
showing compelling correlations between 
a child's personal circumstances and his 
school performance. The factors that 
make the children do well in the school are 
those which show what parents are and 
the factors that do not have effect are 
those which show what parents do. The 
names selected by parents are distinctly 
different depending on which class of soci- 
ety they belong to. Thus, there can be a 
correlation between the performance and 
the names! The last chapter is entirely 
devoted to the analysis of name with per- 
formance. Parents use a name to signal 
their own expectations of how successful 
their children will be. Though the name 
may not make a difference, the parents 
can feel better with the knowledge that 
they tried their best! 

The book on the whole is a thorough- 
bred in its class. It makes for a compelling 
reading. The missing unifying theme is 
visualized only in the subsequent read- 
ings. Anyone who reads it only once is un- 
likely to see “the common thread running 
through the everyday application of 
Freakonomics”. «^ 


Prof. T R Shastri 
IBS, Bangalore 
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Indian Pharmaceutical Industry 





Post-patent Scenario 


The primary challenges are dealing with the new environment of 
overprotected patents and the enormous marketing and political influence 
that the MNCs have on the decision makers that pay for the drugs. 


scenario” means the prevalent legal 
and market scenario after India’s 
change in patent legislation to comply 
with WTO guidelines. This response, 
therefore, addresses how Indian pharma- 
ceutical companies will thrive in the com- 
ing years and decades, under a new 
patent system that now protects products 
for twenty years instead of just processes. 
First ef all, products already in existence 
should not be affected (in theory) by the 
new patent system. Therefore, the Indian 
pharmaceutical industry should have a 
few more years of unencumbered growth, 
while the major Indian pharmaceutical 
companies launch the most recent prod- 
ucts that were available in the world prior 
to the change in patent legislation. 
Unfortunately, for the transition to 
the new patent legislation, India al- 
lowed “mail in” patent applications that 
have created legal uncertainty regarding 
the recent products which could be repro- 
duced and launched without infringing 
some patent that was sitting in a sealed 
envelope for several years in a Govern- 
ment office somewhere. India’s negotia- 
tors should not have allowed for “mail in” 
patents during the transition, as it im- 
peded the Indian pharmaceutical com- 
panies capacity to make well-informed 
strategic decisions with legal certainty 
on which products they could launch. 
Nevertheless, I am sure there are many 


I am assuming that "post-patent 
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— Roman Macaya 


Executive Director 


Costa Rican National Chamber of Generic Products, Costa Rica. 





recent products that Indian companies 
can launch in order to fuel their growth 
for the next five years. 

After this transition period is up, In- 
dian companies will have to wait for pat- 
ents to expire, prior to launching prod- 
ucts based on “new chemical entities”. 
To address how this will affect the 
growth rate of Indian pharmaceutical 
companies, we need to assess how many 
new products are being commercially 
launched per year. On average, the US 
FDA approves about 30 products per 
year based on new chemical entities. 
This average has been dropping over the 
last decade, as the large multinational 
pharmaceutical companies become less 
productive in the R&D departments 
(more on this later). If we assume that 
drugs receive FDA approval on the tenth 
year of the patent, then Indian companies 
would have to wait ten years after FDA 
approval to launch generic versions of 
these products. However, since there has 
been a steady stream of new FDA approv- 
als each year over the past several de- 
cades, Indian companies should have a 
steady stream of products to reproduce 
even under the new patent system. 

The caveat to the past argument is 
that many of the new FDA approvals are 
for protein-based biotechnological prod- 
ucts, instead of the “small-molecule” 
drugs that the Indian companies have 
expertise in. Therefore, I would count on 


Indian pharmaceutical companies hav- 
ing, in theory, about fifteen new “small 
molecule” drugs available per year for 
production and launch, even under the 
new patent system. This is a potential 
stream of new products that can fuel 
growth for perhaps another twenty 
years, although a growth rate that may 
be slower than that experienced in the 
past without the new patent laws. 

Given the new conditions, it is clear 
that Indian pharmaceutical companies 
of all sizes are going to have to quickly 
strengthen a new type of expertise: Le- 
gally challenging patents. Such chal- 
lenges are expensive and time-consum- 
ing, but worthwhile from an economic 
point of view. These challenges will take 
place in India, and in export markets 
such as the US. The US Patent Office is 
an example of what not to copy from the 
US. Overburdened patent examiners, a 
poor review process, a deficient infor- 
mation system, and incentives to accept 
rather than reject patents have re- 
sulted in a flood of approved patents in 
the US that never should have been ap- 
proved in the first place due to prior act 
that cover the innovation seeking pro- 
tection. Historically, almost half of all 
litigated patents that reach a court ver- 
dict in the US are revoked since they 
were found to be invalid. Therefore, the 
US is a market ripe for patent chal- 
lenges from Indian companies that are 
willing to spend one or several million 
dollars in legal fees to do so. It is a high- 
stakes game from now on. 


Sustaining the business 

As I have said in the past, MNCs have 
much more to fear from Indian pharma 
competition than the other way around. 
Since production cost is usually not a 
factor in setting drug prices in the US 
and other developed countries, Indian 


Indian Pharmaceutical Industry 
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companies will always be able to com- 
pete on price. However, by no means 
does this mean Indian companies have 
it easy. MNCs never compete based on 
price; their competition is based on 
marketing budgets, sales force size, di- 
rect-to-consumer advertising and influ- 
ence peddling with government agen- 
cies in charge of drug coverage. Given 
this, Indian companies have to focus 
their marketing and promotion on what 
they are selling: High-quality cost-com- 
petitive drugs. Indian companies will 
have a much easier time selling to in- 
formed and price-sensitive buyers. In 
poor countries around the world, price is 
king; so Indian companies should domi- 
nate those low price markets. However, 
in order to penetrate high price markets 
such as the US, Indian companies are 
going to have to develop strong exper- 
tise in marketing to Health Mainte- 
nance Organizations (HMOs) and Phar- 
macy Benefit Organizations (PBOs), 
which manage health plans or drug for- 
mularies, respectively. 

Both HMOs and PBOs are entities, 
which emerged in response to a tremen- 
dous need for greater cost-efficiency in 
the US. Given that drugs are one of the 
fastest growing segments of total 
healthcare expenditures (which are al- 
ready growing at an alarming rate), 
HMOs and PBOs should be the prime 
target for many Indian pharmaceutical 
companies entering the US market. In- 
dian companies should approach such 
organizations with pharmacoeconomic 
data that demonstrates the cost-effec- 
tiveness of utilizing their drugs in order 
to get on preferred drug formularies. An- 
other interesting option Indian compa- 
nies could pursue is to conduct compara- 
tive clinical studies, which compare the 
effectiveness and safety of their generic 
drug versus a patented and highly expen- 
sive drug based on a new molecular en- 
tity. In many cases the "older" off-patent 
drugs will work just as well, if not better 
than the new patented drug. These types 
of comparisons terrify the large MNCs. 


M&As on the rise 
The primary driver of Mergers and Ac- 
quisitions (M&As) is the absolute fail- 


ure of the R&D departments of large 
MNCs in meeting the product pipeline 
expectations that the MNCs have sold to 
their investors. R&D productivity has 
been dropping for a variety of reasons, 
including a single-minded focus on devel- 
oping “blockbuster drugs” (with sales of 
over $1 bn per year) and betting exces- 
sively on new unproven technologies, 
such as combinatorial chemistry, high- 
throughput screening and genomics, 
which so far have been abysmal failures 
in generating new drugs. I recommend 
reading publications by Jurgen Drews, 
former President of Global Research at 
Hoffman-La Roche. He addresses the 
weak product pipelines of the MNCs very 
comprehensively. 

Basically, there are considerable 
differences between the rate of growth 
that big MNCs want to achieve and 
what they can achieve. Since Wall 
Street drives the decision-making at 
these companies, they have turned to 
M&As to hide their failures, and under 
the premise a merged company will be 
able to market the combined product 
portfolio of the two prior companies 
with less overhead, and cutting duplica- 
tive and administrative (and even re- 
search) activities, in order to cut costs 
and drive net income. However, an envi- 
ronment which is driven primarily by fi- 
nancial considerations is not one in 
which innovation will flourish, leading 
to further failure in R&D. This leads to 
a vicious cycle, as stated by Jurgen 
Drews, in which more M&As continue 
because the underlying *disease" in 
these companies (poor R&D productiv- 
ity) was not properly addressed in pre- 
vious rounds of consolidation. All this 
leads desperate MNCs to seek political 
and legal remedies for their problems, 
such as imposing monopolies around 
the world through over-protection of in- 
tellectual property in free trade agree- 
ments, and seeking coverage of their 
drugs by governments who cannot nego- 
tiate the prices they need to fuel the 
growth their investors have come to ex- 
pect. Of course, all this is not sustain- 
able in the long run, so expect to see the 
reverse trend in the future: The break- 
ing up of large conglomerates into 


smaller highly focused companies with 
a more entrepreneurial environment 
that is required to stimulate great inno- 
vation. 

"After the US, India has the largest 
number of FDA approvals." This state- 
ment speaks for itself. India has world- 
class expertise in generating high-qual- 
ity generic drugs. This is why it is so nec- 
essary for Indian companies to evolve 
and develop the new skills that will be 
required to thrive in the new global envi- 
ronment: Expertise in challenging pat- 
ents and generating pharmacoeconomic 
data. 


Challenges to overcome 

The primary challenges are dealing with 
the new environment of overprotected 
patents and the enormous marketing 
and political influence that the MNCs 
have on the decision makers that pay for 
the drugs. Indian companies have great 
chemistry expertise and manufacturing 
capabilities. However, now they will 
have to develop the necessary legal and 
lobbying skills in order to breakthrough 
the barriers to free trade that the MNCs 
will constantly impose through less than 
transparent means. 


Future prospects 
I think the Indian pharmaceutical in- 


dustry will exhibit a very healthy pic- 
ture, provided it develops the neces- 
sary soft skills required to navigate the 
new global reality. Fortunately, many 
Indian companies have strong man- 
agement teams and a steady supply of 
new managerial talent. However, it 
will be necessary for the management 
of Indian companies to realize that the 
ability to implement sound strategies 
for this near-term future will be the dif- 
ferentiating factor between the win- 
ners and the losers. Simply having 
great infrastructure, great production 
capabilities and a bunch of MBAs in 
the office is not enough. They will have 
to evaluate the cold facts, design the 
best strategy and move forward with 
determination. ^ 
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Oil: Archaic Pricing Policies 


Our oil pricing policies hardly make any economic sense and thus warrant quick correction. 


pu beginning, we did not know how to make fire. We did not 
w how to cook food. Nor did we know how to warm our 
interiors. Then, fire was discovered. And Lo! What a difference 
did it make to our lifestyle! 

Once fire making became a child's play, we started looking for 
alternate sources of energy. And in the process we tumbled on 
crude oil. Since then, we have jolly well burnt out one half of all the 
recoverable oil, whose creation took nearly 100 million years. Of 
course, it is the advanced Western countries that are the major 
culprits for such mind-boggling consumption: the US alone con- 
sumed as much as 25% of the oil produced in the world and that, 
too, hardly with 5% of the world population. According to one esti- 
mate, the world today uses 3-4 barrels of oil per every new barrel 
discovered. In 2004, China alone accounted for 4446 rise in th 
global demand for oil. = — 

The oil experts had a warning to make on this 
unabated consumption: oil being finite, the prob- 
lem associated with its scarcity will not wait for — 
the oil wells to go dry to start mocking at us but 
when the production simply cannot keep pace 
with the demand. The looming threat of falling oil 
reserves is well captured by David Goodstein—a zal 
distinguished professor from California Insti- S 1 
tute of Technology—when he said: “Civilization 1 i 
as we know it will come to an end sometime this ^ 
century unless we can find a way to live without ' | 
fossil fuels". 

Next to oil experts, the environmentalists have something dif- 
ferent to warn us about on the surging oil consumption. According 
to them, the increasing emission of greenhouse gases like carbon 
dioxide is raising the global temperature. The consequent melting 
of the ice in the Arctic and snow on the mountains is feared to raise 
the sea level by seven feet by the end of the current century. This 
may in turn inundate 60% cf the world population that lives in the 
coastal areas. The main culprit for all this is the burning of fossil 
fuels by energy and transport sectors. The Eco-seore developed by 
a European research agency for measuring greenhouse gases out- 
put places the CNG/LPG vehicles at a score of 80 to 100, petrol 
burning vehicles at 100 to 150, and diesel vehicles at 200 to 700 
and it is needless to say here that the lower the score, the lower is 
the emission of earbon diexide and better the environment. 
Hence, environmentalists advise that burning of fossil fuels be 
brought down. In this regard, China set an example: it imposed 
environmental taxes on cars, gasoline, and wood products while 
the US is silent. 

Economists have yet another kind of warning to issue on oil 
consumption, particularly in the context of current soaring crude 
prices. The International Menetary Fund warns that high energy 
prices are exacerbating global economic imbalances. According to 
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IMF's World Economic Outlook, “Global current account imbal- 
ances are likely to remain at elevated levels for longer than would 
otherwise have been the case, heightening the risk of sudden disor- 
derly adjustment”. “If a disorderly adjustment does take place, it 
will be very costly and disruptive to the world economy,” said Mr. 
Rodrigo Rato, Managing Director, IMF. 

Intriguingly, none of these warnings has any bearing on us. Our 
oil import bill has hit a record high of US $43.8 bn during 2005-06 
vis-à-vis US $29.8 bn of 2004-05. As our annual growth rate contin- 
ues to be 8% plus, the oil consumption levels are certain to increase 
further. Secondly, with the current trends in global oil prices which 
are expected to touch US $80 per barrel, our import bill is bound to 
touch further heights. Yet, we are, ironically, content to live with our 
archaic pricing policies. The government's fiat does not allow pass- 
ing on the burden of increased international oil 
prices to domestic consumers. This price sup- 
$ pression is nothing short of “populism”. It 
4$ simply distorts the relative prices and in the 
É process misallocates the scarce capital. The 
1 net result is: oil making companies are suffer- 
we ing losses; profits have fallen from Rs. 11,000 
£2. cr in 2003-04 to a negative of Rs. 3,000 cr dur- 
| ing the first nine months of 2005-06. 

The administered pricing mechanism is giv- 
ing rise to another problem: the oil companies in 
their anxiety to tide over the liquidity crunch are 
borrowing aggressively despite hardening of domestic interest 
rates, Such surging demand for additional funds from the oil indus- 
try is bound to adversely impact the overall interest rate behavior in 
the country. In other words, for no fault, the other businesses are 
getting exposed to high cost of capital. 

Commonsense dictates that in a globalized and liberalized 
economy, it is essential to let the real economic value of a commodity 
reflect in its prices so that market distortions can be eliminated. 
Despite these known economic principles, government after govern- 
ment is simply failing in taking hard decisions. The political com- 
pulsions are perhaps the main reason for governments to dither and 
procrastinate in dismantling the APM fully and create competitive 
conditions. The current subsidy on kerosene and LPG is estimated 
at Rs.15,000 cr and Rs.11,000 cr respectively. Against the com- 
monly held belief that the subsidy is meant for poor, 76% of the LPG 
subsidy is said to go to urban consumers, while 40% of kerosene is 
quite often used for adulteration purposes. 

All this necessitates that we bring down oil consumption in the 
country forthwith and the best way to accomplish it is to discour- 
age the consumer from using it by making him pay its real value 
rather than subsidizing it indefinitely. -grk 
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Prof. Galbraith, the Visionary 


Prof. John Kenneth Galbraith, an iconoclastic economist, a teacher, a 
diplomat, above all a visionary who empathized with mankind, died on April 
29, at the ripe age of 97. 


He was a Keynesian and a protagonist of political liberalism and pro- 
gressive politics of 20th century America. His faith in government's ability 
to build a welfare state reflects in many of his speeches, in which he force- 
fully hailed the role of government planning as opposed to economic free- 
dom. It is his articulations such as, “The market cannot reach forward to 
take great strides when these are called for... To trust to the market is to 
take an unacceptable risk that nothing, or too little, will happen" that sur- 
prisingly made him a darling of many young and old Indians of 60s. It's a 
different matter that today many may accuse India of having not taken that 
risk' of relying on market, and ending up as a "permit-license-quota-Raj" 
but no one can deny the need for governments to create "safety-nets", more 
so in today's globalized economy. 


Prof. Galbraith spent almost seven decades of public life—as a bureau- 
crat, a diplomat, or as an adviser to many presidents or fearlessly firing 
cannons at Washington from Harvard as its Professor. His passion for and 
understanding of political liberalism can well be gauged from what he said 
about Franklin D Roosevelt: ^A singular feature of Franklin D. Roosevelt 
was his pragmatic accommodation to whatever needed to be done". His 
longing to be free from dogmatic ideologies and doctrinaire politics while 
researching for answers to political and economical questions well reflects 
in his statement: “Under capitalism, man exploits man. Under Commu- 
nism it is just the opposite". 

His unusual world vision can be safely traced to his student days at Uni- 
versity of California at Berkeley—“a hotbed of radicalism"—that awarded 
him Ph.D in Agricultural Economics, which to quote him shaped a “certain 
tendency to question the official wisdom" that he later termed as “conven- 
tional wisdom". Driven by a faith that *social science should be tested by its 
usefulness" Prof. Galbraith pursued that stream of economic thought which 
Thorstein Veblen from Stanford labeled as “exoteric knowledge"—"knowl- 
edge related to practical application"— instead of the “esoteric knowledge" 
which is more concerned with *mathematical expressions, econometric nice- 
ties", etc., that have a tendency “to leave the real world alone". 


His immense faith in the power of the conscientious individual to act 
against the tyranny of the corporate power made him less of an economist 
and more of a mixture of sociologist, political scientist and a far sighted 
writer. The great trilogy of widely read and highly influential books— 
American Capitalism that pointed out the loss of "perfectly competitive" 
model; The Affluent Society which contrasts the “affluence of the private 
sector with the squalor of public sector"; and The New Industrial State 
which accuses "The mature corporation" that enjoyed "the means for con- 
trolling the prices at which it sells as well as those at which it buys"— 
penned by him brilliantly profiling the America of their time, are sure to 
keep the legacy of Prof. Galbraith alive for generations to come. 


GRK Murty 





SEBI has done a great job and we are buying stocks for our clients. There is no 
payment crisis and investors should not panic. 

— Nimesh M Kampani 

CMD, JP Morgan Stanley, India, commenting in the aftermath. of Sensex’s 

biggest ever intra-day crash of over 1100 points 


As we continue to focus our efforts where we can have the greatest impact on our 
growth strategy, it became increasingly clear that in South Korea’s current environ- 
ment it would be difficult for us to reach the scale we desired. 

— Mike Duke 
Vice-Chairman, Wal-Mart Stores, on the world’s largest 
retailer's decision to pull out of South Korea 


For our part, we are absolutely determined to make this link-up happen. 


— Lakshmi Mittal 
CEO, Mittal Steel, on his firm’s bid for the rival Arcelor 


By the age of 58, a country - like a man — should have achieved a certain 
maturity; but the state of Israel, which has just turned 58, remains curiously 
immature. The country’s social transformations — and its many economic achieve- 
ments — have not brought the political wisdom that usually accompanies age. 


— Tony Judt 
Director, Remarque Institute, New York University 


The outlook revision is based on Japan’s improved economic prospects, under- 
pinned by restructuring in the private sector, the turnaround in the banking sector 
through the resolution of bad loan problems, and by the elimination of deflationary 
pressure. 

— Standard & Poor's, on raising the outlook on Japan's long-term 
sovereign rating to positive from stable, citing improved 
economic and fiscal prospects. 


It is not enough to build the best marketplace in the US or a champion of 
Europe. The challenge is to build the best marketplace in the world. 


— John Thain 
Chief Executive, NYSE, after NYSE 
unveiled a $10.2 bn share and cash bid for Euronext. 


To address the need for long-term funds for infrastructure projects the govern- 
ment has set up the Indian Infrastructure Finance Corporation (IIFC) with 
Rs. 10,000 cr. 

— P Chidambaram 
Finance Minister, India 


To understand the global economy you need to understand what's happening in 
Bombay as well as New York, London and Tokyo. 
— Jay Light 


Dean, Harvard University 
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B INDUSTRY 





Galloping Oil Prices 


Oil Shock in the Offing? 





The burgeoning oil consumption and the consequent rise in oil prices are a 
matter of concern. Is oil shock round the corner? 





e abrupt rise in oil prices in the 
past can be attributed to supply 
crisis caused by politics, whereas 

the current oil price rally is more a “de- 
mand crisis”. Though the supply con- 
straints still exist due to changing politi- 
cal scenario globally, the oil demand is 
outpacing the supply. Eventually, the 
rising oil prices have occupied the top po- 
sition in the list of major impediments to 
the global economy. 


Demand crisis 

Among the foremost factors causing the 
current oil shock are the burgeoning de- 
mand from “Chindia” (China and India) 
as well as from the US, and shortage of 
refining capacity in the US and Europe. 
Besides, the speculative investments in 
commodities, especially oil, are pushing 


the prices northwards. Alarmingly, the 
speculative investments in commodities 
have reached $100 bn. Alexander 
Wostmann, Founder, Alexander’s Gas & 
Oil Connections, says, “The ‘Market’, 
whatever this may be, is concentrating 
huge amounts of money to profit from the 
price rises they cause themselves due to 
fears’ for possible happenings that might 
eventually disrupt supply that are 
broadly ventilated to the masses via the 
media, therefore, making ‘understand- 
able’ that the prices need to rise”. Though 
futures markets are essential for locking 
the risks associated with rising oil prices 
and assuring supplies, many blame com- 
modity speculators for much of the recent 
oil price escalation. But speculators be- 
lieve that prices are rising due to possible 
future disruptions in the supply side. 


Saudi Arabia, being the largest oil pro- 
ducer, has come to the rescue during previ- 
ous oil price shocks by increasing capacity 
and production. But this time, the situa- 
tion is difficult as there is no spare capacity 
to meet the growing demand. The present 
supply shortfall is not because of running 
out of oil; rather, it is the producers who 
have not kept pace with the growing de- 
mand for oil. Since decades, the entire 
world has ignored the supply ceilings by 
OPEC. Moreover, OPEC has been creating 
artificial supply constraints instead of 
making adequate investments to enhance 
production. For the past two decades, the 
industry has witnessed underinvestment 
in its entire value chain. Hence, any dis- 
traction in one part of the value chain is 
likely to cause oil price spike. 

Though OPEC and Russia have been 
adding to oil supply in recent years, the 
demand has grown much faster than sup- 
ply. Much of the growth in the oil demand 
has been led by “Chindia” rather than de- 
veloped countries. Stephen Leeb, in his 
book The Coming Economic Collapse — 
How You Can Thrive When Oil Costs $200 
a Barrel observes, “As Chindia accounts 
for 3596 of the global population, the com- 
bined growth rate is three times higher 
than the US; Chindia will likely surpass 
the US in oil consumption before the end 
of this decade". He also opines that con- 
servation has always led to recessions 
and a rise in unemployment in the devel- 
oped countries. Both China and India 
need to grow at 8% per year to provide jobs 
to the tens of millions ready to join the 
workforce each year. Hence, for Chindia, 
growth is essential, that will require in- 
creasingly higher amounts of energy. 


Oil as a political weapon 
As OPEC countries produce about 40% of 
world’s oil and about 50% of oil traded 
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how limited the consequences of higher oil prices have been. 


TIT oen economic surprises ot t past wo years is just 


On the upsurge in oil prices. 


I think this oil price rise is probably very different than pre- 


— Jim O'Neill, Chief Economist & Head of Global Economics Research, Goldman Sachs 


significant supply shock in the Middle East, particularly if it 


. vious shocks, in that it is demand-driven and not primarily a 


supply shock. The two major oil “shocks” of the 1970s were 
driven by supply shocks in the Middle East. This time 
around, it is the ongoing consequence of the emergence of 
China and India and their rapidly rising demand for energy. 
‘Their demand together with the strength of the US economy, 
the recovery of Japan and strength of growth elsewhere 
means the world is in its fourth consecutive year of 4% plus 
real GDP growth. This has not been seen for a very long time. 


On chances of further increase in oil prices. 


I think the fact that oil is not back to peak prices in real 
terms is important for realizing that so far, oil has arguably 
played a catch up to many other goods and prices from the 
past decade or two. The flip side is that oil prices could 
easily rise a lot more, especially in the context of a sudden 


internationally, their actions have signifi- 
cant impact on oil prices. OPEC says oil 
demand has increased by one million bar- 
rels a day over the past year—registering 
a rise of a little more than 1%. All along, 
OPEC has claimed that the increase in oil 
prices is not caused by supply constraints 
and there is enough oil supply. OPEC is 
blaming shortage of refining capacity to 
tight supply of refined products. Appro- 
priate investments are needed in the en- 
tire value chain of oil industry to bring the 
prices to normal level. As oil exporting na- 
tions are experiencing the windfall of pet- 
rodollars, they are reluctant to invest to 
enhance the production. Hence, OPEC 
says uncertainties associated with future 
demand for oil have been complicating its 
investment decisions. However, countries 
like Saudi Arabia fear that high oil prices 
will increase the need for the alternative 
energy, hence the fall in oil prices. 
Economists believe oil prices beyond 
$50 per barrel are driven by more supply 
side effects from the countries such as Iran, 
Nigeria, Venezuela and refining capacity in 
the oil producing countries. Moreover, some 
countries are using oil supplies as a political 
weapon. The recent political imbroglios 
such as the Russia-Ukraine gas deal and 
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cially oil. 


ing oil. 


Venezuela's supply bottlenecks are push- 
ingthe prices further up. Incidentally, much 
of the recent surge in oil prices can be attrib- 
uted to the fear over Iran's nuclear program. 
If the oil traders see any imminent inter- 
ruption in Iran’s oil supplies, it could send 
oil prices zooming past $100 a barrel. This 
has prompted a growing number of specula- 
tors in the US and Europe te buy oil future 
contracts which has eventually driven up 
the prices. The Iraqi production has not 
been added to global markets due to the 
constantly desecrating security situation in 
the country. The same is happening with 
Nigeria as the local activists want a bigger 
share in the revenues causing shut down of 
production facilities. 


Resilient global economy? 

Since past few years, the global economy 
has been accustomed to living with higher 
oil prices. Yet, the global economy has not 
seen the worst of high oil prices. The past 
oil shocks were followed by recessions; but 
this time, on the contrary, the global 
economy is growing at a healthy rate. The 
liberal monetary policy, low interest rates 
and cheap imports from low-cost countries 
have all acted as a lid on inflation in the 
present oil price rally. But, how long the 


were Saudi Arabia. 
On the impact of speculative investments in commodity markets, espe- 


In modern times, where so much capital is being managed 
amongst hedge funds and in many other forms, trending 
markets attract speculators. In this regard, there are of 
course speculative investors attracted to oil. In addition, be- 
cause of the “fundamentals”, there are other strategic finan- 
cial investors who have allocated capital to resources includ- 


On the demand from China and India driving the oil prices in future. 

I think they (China and India) will remain the key marginal 
players for the next 10-20 years. If you apply our infamous 
BRICs research to the energy markets, you derive a conclusion 
that world energy demand will rise by around 2.5% per annum 


global economy will show the resilience to- 
wards high oil prices is a question that 
needs attention. Of late, the oil consuming 
nations are waking up to the possible 
spillover effects with oil prices reaching 
triple digits. 

The US economy is much resilient now 
when compared to previous oil shocks of 
the 1970s and 1980s as the proportion of 
oil consumption in the GDP is decreasing. 
This can also be attributed to an increase 
in fuel-efficiency and increased service sec- 
tor contribution to the GDP. A recent sur- 
vey of American CEOs states that rise in 
oil prices is likely to be the biggest threat 
to the world economy in the next two 
years. Even as the senators are blaming 
oil companies for high prices, the US has 
released strategic reserves for the first 
time in the last 20 years to ease the spiral- 
ing gasoline prices. Pressure is mounting 
on the US President to curb oil prices in 
this election year. All these developments 
have prompted President Bush to unveil 
the new energy policy, which emphasizes 
more on renewable energy sources. Being 
the largest oil consumer, any action by the 
US is likely to have an impact on oil prices. 
As a signal towards the conservation, in- 
terest on small cars is increasing as SUVs 
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for each of the next 15 years. This compared to around 1.5% for 
the two decades leading up to 2000. It will take an enormous 
amount of supply to stop oil prices remaining strong. Invest- 
ment in oil is likely to rise considerably as a result of higher 
prices and eventually this will lead to prices coming down 
again, but it may take some time. 


On oil at three digit levels and impact on global economy. 

One of the biggest global economic surprises of the past two 
years is just how limited the consequences of higher oil prices 
have been. If you produce a global econometric model, many of 
them would suggest world growth would have been severely 
weakened, perhaps more than 50% softer than it is today. 

Understanding why this has not happened is critical to as- 
sessing what happens if oil prices go to $100 per barrel or 
higher. Unfortunately, we simply don’t know other than guess- 
ing. My guess it is because of a combination of (a) demand- 


driven strength behind the rise and not supply shortages, (b) 


strong credibility of inflation control amongst major central 
banks, and therefore financial conditions have not tightened 
sharply around the world, unlike after the two big oil price 


shocks, and (c) some big users such as China and India have 


been subsidizing the price, thus actually reducing the “ef- 
fective price” for domestic users. Above $100 would obvi- 
ously raise fears of weaker global growth and higher infla- 
tion, but then again, so would have a prediction of above $70 
two years ago. 


On the prices in the futures markets and the movements of oil prices in 
the future. 

As I said earlier, the next 15 years imply a very different 
supply-demand imbalance compared to the 1980-2000 pe- 
riod. As a result, oil and other commodities are likely to 
remain in a bull market. How high can prices go? How strong 
and big can China, India, Russia and Brazil become? Tell 
yourself that and you can probably find the answer yourself. 
If our BRICs projections continue to rise, then oil prices will 
perhaps eventually move to levels none of us would dare 
write down. All said, 25 years ago I completed a PhD looking 
at oil prices and their impact on the world. I could demand a 
big bribe from many of the firms that came out with outland- 
ish predictions that oil was going into three digits back in the 
1980s! As I have often said, predicting oil prices makes fore- 


consume more gasoline. Given the steady 
increase in the per capita GDP and owner- 
ship of automobiles, there are no signs of 
reduction in the oil demand by Chindia 
even if the prices go up further. On the other 
hand, there is no emphasis on conserva- 
tion and alternative fuels in these econo- 
mies. Further, Chindia is acquiring oil as- 
sets abroad for securing future supplies. 


Oil at three digits 

With the dependency on oil being more, 
the higher oil prices will dampen the GDP 
growth. The rising oil prices will create 
ripple effects on the global economy in the 
years to come. Wostmann says, “The ef- 
fects on the world economy are very hard 
to predict. It will bring vast amounts of 
money to the speculators and the produc- 
ers, which will cause changing money- 
streams, changing geopolitics and chang- 
ing energy-policies". 

Though in nominal terms oil prices are 
at the $70 per barrel level, in real terms 
they have not reached their historical high. 
Taking into consideration the dollar prices 
and inflation, the next oil price peak should 
be above three digits. Stephen Leeb says, 
"Oil prices went from $1.35 per barrel to a 
high of nearly $35 between 1970 and 1982. 


That is a 26-fold increase. To match this 
experience this decade, the price of oil 
would have to reach $260 a barrel. The ef- 
fects of the oil supply shortfall we will face 
in the next few years will be more severe 
than those of any previous energy crisis, 
particularly because the coming crisis will 
be permanent”. He further adds, “Histori- 
cally, energy has become the driving force 
behind the inflation whenever energy ex- 
penditures reached 10% of GDP. The rising 
oil prices will mean accelerating costs for 
almost everything. Another side effect of 
energy crisis and inflation is higher unem- 
ployment. Thereby, rising oil prices result 
in both inflationary and deflationary pres- 
sures. The most likely scenario for the next 
decade is the soaring oil prices will lead to 
stagflation—a combination of high unem- 
ployment, high inflation and economic re- 
cession." The money spent by the oil im- 
porters flows to oil-producing nations, thus 
worsening the trade deficit of importing 
nations. If recycling of petrodollars to offset 
the trade deficits doesn't happen, it may 
lead to weakening global economy. 

As history suggests, the only remedy to 
impede the surging oil prices is through 
conservation and increasing the propor- 
tions of renewable sources of energy, 


casting foreign exchange seem easy! 


thereby curbing the rise in oil demand. 
Higher prices encourage new investments 
in the oil industry, but it takes many years 
for the new oil fields and refineries to come 
on stream. Economists predict oil prices to 
be at an average of $60 per barrel during 
the next year and caution that small dis- 
ruptions in the supply side will have dis- 
proportionate impact on the oil prices. So 
long the emerging markets continue their 
growth story as a result of globalization 
the demand for oil will continue to rise, 
leading to a price rise. 

As oil prices are hovering at over $70 a 
barrel many wonder why the impact is not 
as severe as the two OPEC-induced oil 
shocks that shook the world economy in 
1973 and 1979. In fact, if we go by real terms 
oil is still cheaper when compared to the 
first oil crisis. After these two crises, the glo- 
bal economy was well prepared and since 
then there has been a steady progress to- 
wards greater fuel-efficiency and develop- 
ment of other energy resources. At this junc- 
ture, how the galloping oil prices will impact 
the global economy remains to be seen. «^ 


N Janardhan Rao 
and Ravi Babu Adusumilli 
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IMF 


In Reform Mode 





The embattled International Monetary Fund (IMF) struggles to reinvent itself 


to face the changing environment. 








e annual spring meeting of the 

IMF and the World Bank which 

took place during the last week of 

April 2006 in Washington went almost 

unnoticed. There were times when these 

meetings received wide media coverage. 

But of late, such events have become a 

mere ritual with their very purpose be- 

ing questioned. However, one important 

and unanimous acknowledgement that 

came out of the April 2006 meeting 

was—the urgent need for reforming 
IMF. 

During the 1970s and 80s, develop- 
ing countries, one after the other, fol- 
lowed more or less a similar pattern: 
Get into desperate economic situation, 
and after everything else fails, call on 
the deep pockets of IMF for help. The 
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Fund spent all its life dashing from one 
country to another to put off the finan- 
cial conflagrations. But the sirens have 
been silent for quite sometime now, re- 
sulting in sinking of both the Fund's 
budget and its staffs morale. Once 
hailed as the savior of the world 
economy, the Fund itself is in trouble 
now. Questions about its relevance in 
the changed environment are being 
raised more frequently from all corners 
of the world. 

Like any other financing institution, 
IMF too depends on the interest pay- 
ments from its customers (the countries 
that avail of loans) to run its operations. 
But its biggest customers have now be- 
come self-sufficient. For instance, Bra- 
zil and Argentina both have repaid 


their debts in advance. The volume of 
loans has been falling over the years 
and it seems increasingly unlikely that 
the developing countries will seek the 
Fund’s help in near future. In addition, 
many of the developing countries have 
started building their own reserves. 
South Korea, for example, has built a 
war chest of $217 bn. China has re- 
cently overtaken Japan to become the 
world’s largest foreign exchange holder 
with reserves amounting $820 bn. The 
only significant debtors at present are 
Turkey and Indonesia but their scale is 
too small to support the Fund’s sur- 
vival. Observers say the present operat- 
ing model is no longer tenable for IMF. 
Over the next three years, the Fund ex- 
pects to operate in red with the budget 
deficit expected to touch $300 mn by 
2009. 

To add to the IMF's woes, countries 
have set up several regional organiza- 
tions like G7, ASEAN, SAARC, etc. 
limiting the Fund’s role as a mediator 
for bilateral discussions between less 
important countries. On the other hand, 
private capital flows have gained mo- 
mentum and countries are increasingly 
seeking this route to raise funds when 
in need rather than coming under the 
Fund’s stern supervision. Amidst all 
these developments, the Fund’s future 
has become obscure. In the present eco- 
nomic scenario, it has little relevance as 
the “lender of last resort”. Its role as a 
“srandmotherly institution” (as its 
founder John Maynard Keynes, a Brit- 
ish Economist, had once envisaged) in- 
volving supervision of the global 
economy is also limited because it has 
little control over its members who do 
not owe money to it any longer. On ac- 
count of these factors, several groups 
have raised voices for a complete reform 


"*« E a 

" T | 

I Vh WA 4 
— >, —_ MAL ~ 


bestowed with 
IAAA rating 


For its 
Claims Paying Ability 
& the best prospects 
of meeting 
its obligations Can anything 
to Policyholders. be more reassuring? 





"*iAAA, the highest rating by ICRA, 
indicates Highest Claim Paying Ability. 


CD 


(For Head Office and 31 Branches) 


(A Government of India Enterprise) 


Insurance is the subject matter of solicitation. You focus on exports. We cover the r isks. 


Rue iE 





International Finance 


of the institution. While some critics 
have gone to the extent of questioning 
the very purpose behind the Fund's ex- 
istence, few others have demanded the 
Fund’s scrapping altogether. Their 
argument against IMF is that little 
can be achieved through a 
184-member IMF. Even top officials in 
the most developed countries are doubt- 
ing the Fund's relevance as they ask— 
do we really need an IMF? 


We need an IMF, but not this one 

No doubt, we are living in a time of ro- 
bust global growth, low inflation, buoy- 
ant financial market performances and 
an all-round development. At the same 
time, the world economy is today marked 
by growing global imbalances that could 
possibly lead to worldwide economic re- 
cession. America’s alarming trade defi- 
cit and the corresponding surplus in 
countries like China and Japan, 
Europe’s sterile product and labor mar- 
ket, China’s rigid exchange rate polices, 
and soaring oil prices are the most vis- 
ible problems that are posing a threaz to 
the global economy. These unprec- 
edented imbalances have the poten-ial 


to make countries intensify protectionist 
policies. 

Analysts say that what is even more 
distressing is the failure of the interna- 
tional community to arrive at collabora- 
tive solutions to these problems. While 
the countries have developed individu- 
ally, internationalism is waning. 

International monetary cooperation 
has always been the basic mandate for 
IMF. As a constituency of 184-member 
countries, IMF could have played a lead- 
ing role in fostering that cooperation but 
doubts about its relevance raised at a 
time when it could be most useful, under- 
score the fact that IMF was little effec- 
tive in achieving even its primary goals. 
Critics say that IMF has been too soft- 
spoken for long on major issues. But 
IMF's main dilemma has been that if its 
members do not like what they are told, 
they do not listen to it. Of late, this has 
intensified as the member nations have 
freed themselves from the "clutches" of 
IMF. The Fund simply lacks the power to 
compel any country to toe its line. It can 
only advice— which, most of the times, 
goes unheeded. Hence, the Fund's deci- 
sion to embark on a reform process to 


IMF's Vew on IMF Reform 





Rodrigo de Rato, Managing Director of IMF ^as made several proposals on the IMF reform process. 
Some of them include the following: 


i Te Pond ane badly ucc cr MG eet de cama to Gib aobu 
. Func also needs to develop a deeper understanding of these issues itself-—especially the benefits, 
the imbalances, and fragilities caused by cross-border—flows of goods, capital and people. 
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The Fund needs to improve multilateral dialog. 
A better surveillance cf financial markets on part of the fund is also needed. 
The Fund needs to be more focused or country surveillance to point upcoming crises. 


Onrisk prevention, the Fund should work both on underlying vulnerabilities in emerging markets and 
on the risks from supoly-side disturbances in the advanced-country financial markets. 


LI On risk resolution, the Fund should continuously review the effectiveness of its instruments, 


| ncluding the lending into arrears policy. 


4 Te Fund also needs to consider the posse ways in which ts instruments can provide insurance 
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IMF needs to have an 
internationally 
consistent picture of 
where the world should 
be moving to, and help 
its member countries 
move in that direction. 


- John Williamson 
Senior Fellow, IIE 99 


give itself more relevance is highly wel- 
comed. 


What IMF can do 
Suggestions for IMF's reform are pour- 
ing in from everywhere. However, the of- 
ficial proposals that came from top offi- 
cials of the member countries, ac- 
claimed economists and researchers 
and IMF's own staff highlight a few ar- 
eas where significant work needs to be 
done. Firstly, the lending programs of 
IMF should be customized to meet the 
needs of its member countries. Develop- 
ing economies have been complaining 
that the Fund's financing does not meet 
their needs any longer. There are pro- 
posals coming from experts that IMF 
should adopt contingent financing— 
rather than mounting ad hoc rescue 
mission after the crisis, the Fund may 
commit itself in advance to lend a coun- 
try if the need ever arose. Such a pro- 
gram can be designed for countries that 
may face temporary balance sheet vul- 
nerabilities despite strong macroeco- 
nomic indicators and good policy track 
record. This will neither send a negative 
signal to the market players about the 
safety of their investments nor will it 
stigmatize the country with an un- 
wanted image of a "troubled economy". 
Such a promise to lend in future may 
altogether eliminate the need to do so. 
Further, it will act as an incentive for 
the member countries to play by the 
rules and listen to IMF's advices. 
Secondly, IMF should enhance its 
role of surveillance of global economy. 





IMF 





IMF Credit Outstanding 


A comprehensive assessment of ex- 
change rate policies should be given 
more importance. John Williamson, 
Senior Fellow, Institute of Interna- 
tional Economics, says, “IMF’s prime 
role is in dealing with global imbal- 
ances”. He further adds, “IMF needs to 
have an internationally consistent pic- 
ture of where the world should be mov- 
ing to, and help its member countries 
move in that direction”. Edwin 
Truman, a Senior Fellow at Institute 
for International Economics and 
former member of Federal Reserve, 
opines, “The IMF should be more force- 
ful in policing the policies of systemi- 
cally important countries like India 
that affect the rest of the world”. 

The Fund’s main purpose of exist- 
ence is to maintain global financial 
equilibrium. In order to ensure such 
equilibrium, the Fund should move be- 
yond exchange rate analysis. An analy- 
sis of exchange rate policy should go 
hand in hand with the study of other 
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supporting policies. The Fund should 
also complement its existing arrange- 
ments for consultation with individual 
countries with multilateral consulta- 
tion. This will enable it to take up is- 
sues comprehensively and collectively 
and analyze the spillovers and linkages 
of policies on the global financial sys- 
tem. Further, more focused country re- 
ports coupled with less paperwork, 
more active outreach, more transpar- 
ency in its operations, better communi- 
cation, and more involvement with low- 
income countries is what the Fund 
should aim at as part of its reform. 

Finally, IMF should also look to- 
wards alternate resources for its own 
operations. It cannot depend only on the 
interest payments from its debtors. As 
an alternate way of raising resources, it 
can act as a global repository for sur- 
pluses. Since many countries are run- 
ning huge surpluses, they might want to 
get a good return from their foreign re- 
serves. IMF can invest them in more 
productive projects giving the member 
countries a fatter return and in the pro- 
cess earning itself a decent commission. 
However, this can materialize only 
when the members are willing to en- 
trust their hard earned reserves into 
the hands of IMF. 

Apart from these operational re- 
forms, the Fund should take up the 
much-awaited and increasingly-de- 
manded structural reform—the chang- 
ing of voting shares. According to its 
Managing Director, Rodrigo de Rato, 
the Fund is planning to change the pat- 
tern of voting in order to give the emerg- 
ing economies a greater say in its af- 
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Edwin (Ted) Truman, a Senior Fellow at the Institute for International Economics, a Washinato l 
think tank, has done an extensive research on IMF reform. F arao Tho Amit eis 


six-point strategy for IMF reform. 


1. Substantial progress on IMF governance reform; 


2. Pr ohana pag ie ipti 
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6. Addressing the nee for additional nancial resources to lend as wells to support IMF's activities. 
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The IMF should be more 
forceful in policing the 
policies of systemically 
important countries like 
India that affect the rest 
of the world. 

— Edwin Truman 
Senior Fellow, IIE 
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fairs. Edwin Truman asserts this: “It is 
in need of substantial governance re- 
form, redistributing voting shares and 
chairs on the executive board and re- 
forming the way it chooses its manage- 
ment”. While this process is already 
underway, it is essential for IMF to 
speed it up to win back the lost confi- 
dence from its disgruntled members. 
The Fund's effectiveness will suffer if 
countries of growing economic impor- 
tance, especially the Asian economies, 
are not given proper weightage in its 
decision-making process. 

IMF has always been busy preach- 
ing reforms to its member countries 
and urging them to take timely actions. 
But it neglected reforming its own out- 
dated policies and procedures. It is 
heartening to see that, at least now, 
the Fund is seriously considering the 
proposed reforms. It may take a long 
time before these reforms are effec- 
tively implemented, but it is impera- 
tive that the fund stays focused on its 
reform agenda, for it is never certain 
how long the global economy's brush 
with happy times will last. The inter- 
national community may once again 
need the help of IMF to work out poli- 
cies and actions that are both politi- 
cally viable and economically effective. 
A new, rejuvenated IMF that has 
learnt valuable lessons from its past 
should be ready to play a major role in 
resolving any upcoming global mon- 
etary problems. m 


D Satish 
and Smitha Deshpande 
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Indian IPOs 


Impact on Secondary Market 





Going by the current trend where liquidity is abundant, it is not expected to 
have any material impact on the secondary market. 


Kisan Ratilal Choksey Shares and Securities Pvt. Ltd, Mumbai 


— Deven R Choksey 


Managing Director, 





ndian equity markets are in a jubi- 
lant mood. With enthusiastic inves- 
tors (whether domestic or foreign) 
happily pouring tons of money, the bench- 
mark indices keep conquering new peaks 
on a continuing basis. The buoyant sec- 
ondary market has its rub off effect on pri- 
mary capital market also. In fact, during 
the last 12-15 months, the primary capi- 
tal market in India has seen a lot of activ- 
ity. As compared to the secondary mar- 
ket, the mood in the Indian primary mar- 
ket has been very vibrant. 
As can be observed from the given 
Table (Trend in IPOs), the number of pub- 
lic issues increases when the secondary 


market is booming and goes down when 
the market is bearish. During 2000-01, 
when equity markets were at their peak, 
there was a rush on part of companies to 
raise funds. However, a sluggish phase in 
subsequent years saw the race to raise 
funds dying down. This trend, however, 
did not perpetuate as the markets again 
started the northward journey from mid- 
2003. The period saw companies rushing 
to the capital market for funds. 


Is the market ready to absorb this 
glut? 

Justifying the fact that every coin has 
two sides, the strong Bull Run in the 


primary market has brought with it 
some unpleasant effects as well. As 
Indian primary markets have been wel- 
coming all the issues with gusto, pro- 
moters and concerned intermediaries 
involved have started pricing them very 
aggressively. Of late, there has been a 
flood of issues in the primary market, 
which puts a question on the very genu- 
ineness of the need to raise funds 
through such issues. This indirectly sug- 
gests that many of these issues are just 
capitalizing on the opportunity to raise 
funds during boom times. 

In the coming months also, the pri- 
mary market is expected to remain vi- 
brant and witness hectic activities. To 
give an idea about the robustness of the 
primary market it's worth noticing that 
from the beginning of the 2006 till the 
third week of April, various companies 
have raised more than Rs. 16,400 cr 
from the capital market, which includes 
initial public offering as well as follow 
on issues of listed companies. 

In the coming time, some of the big 
issues, led by an estimated Rs. 10,000 
cr mega offer by the Delhi-based DLF, 
are expected to raise at least Rs. 16,000 
cr. It is expected that the fund mobiliza- 
tion through initial and follow-on public 
issues may double this year at 
Rs. 45,000 cr. Also, the market would 
witness listing of some of the top com- 
panies including the public sector enter- 
prises like National Hydro Power Cor- 
poration and National Mineral Devel- 
opment Corporation, Air-India, Indian 
(Airlines), Power Finance Corporation, 
Power Grid Corporation, etc. 


Impact on liquidity 

Though it may appear that these pro- 
posed public issues would consume a 
higher pie ofthe money flow towards the 
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entire capital market, the liquidity 
flow, it seems, has the investors (not 
only institutional but retail as well) 
keenly awaiting for new papers and new 
universe of stocks to choose from. 
Hence, the quality issues would find 
takers in today's market. Logical analy- 
sis suggests that the growing public is- 
sues may soak up the liquidity and that 
may have adverse impact on the north- 
ward moving secondary market. How- 
ever, going by the current trend where 
liquidity is abundant, it is not expected 
to have any material impact on the sec- 
ondary market. But any slowdown in 
the liquidity flow would certainly dent 
the secondary market as a number of 
companies are bee lining to tap the 
market. 


Impact of Sebi's investigation 
A major drawback of the surging IPO 
market has been the scams that have 
given sleepless nights to big and small 
investors alike. Recently, the capital 
market governing body Sebi followed 
the investigation of the abusive prac- 
tices in 105 IPOs that were floated be- 
tween 2003 and 2005, beginning with 
Maruti's public offer to the Suzlon issue. 
Sebi found that in some of the IPOs, fin- 
anciers and market players had ma- 
nipulated the allotment procedures by 
using fictitious or benaami demat 
accounts. 

It was found that certain entities 
had illegally got shares reserved for re- 


éi 


The need of the hour is 
that Sebi in discussion 
with all other concerned 
parties not only evolves 
a more efficient system 
with necessary checks in 
the primary market, but 
also ensures that these 
checks are duly 
implemented by the 
concerned authority/ 
authorities 99 
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tail applicants through thousands of 
benaami demat accounts which were 
subsequently sold by other parties on 
listing once these shares were trans- 
ferred to them. Sebi promptly took pe- 
nal action against those involved in the 
alleged scam by debarring 24 key op- 
erators from operating in the stock 
market and banning 12 Depository 
Participants (DP) from opening fresh 
accounts. 

In the first place, the unearthing of 
such scam has reminded the market 
players of possible repetitions of 
Harshad Mehta and Ketan Parikh 
eras, and consequently created doubts 
in their minds. Though, after a short- 
lived bungee jump, the markets have 
recovered from this shock quickly, 
thanks to strong money inflows. How- 
ever, the fact that such a scam was in 
place for such a long duration and the 
widespread nature of it is what is wor- 
rying the investors, particularly the re- 
tail investors. The retail investors are 
more worried as the shares cornered 
through this scam were in the retail 
category and had it not been for the 
scam the retail investors would have 
been a smiling lot. It also highlights 
the tendency of institutional players (it 
is worth noting that several prominent 
big banks and securities firms have 
been alleged to be involved in this 
scam) to take retail investors for a ride 
just to mint some more money. 

Also, in the short-term though it 
has resulted in panic and sufferings for 
retail investors, if we take the medium 


to long-term view this cleansing act of 
Sebi could make the functioning of en- 
tire capital market system smoother. 
However, this can be possible only if 
Sebi brings to task all the parties in- 
volved irrespective of their reputation. 
This holds the key as it would send a 
strong message to all the participants 
about Sebi’s serious efforts to separate 
wheat from the chaff and make the en- 
tire system more transparent and in- 
vestor-friendly. 


Steps needed to be taken 

As regards this issue, the governing 
body must ensure that all the offenders 
have been given severe punishment 
which would create a strong fear in the 
minds of those contemplating such 
moves and stop them from committing 
any such act. 

Also, Sebi must ensure that all the 
market participants are strictly adher- 
ing to the KYC (Know Your Customer) 
norms whereby all the minimum neces- 
sary data as regards every customer is 
collected. 

The need of the hour is that Sebi in 
discussion with all other concerned 
parties not only evolves a more effi- 
cient system with necessary checks in 
the primary market, but also ensures 
that these checks are duly imple- 
mented by the concerned authority/au- 
thorities. 


Conclusion 

The Indian primary market is hogging 
the limelight these days for a variety of 
reasons. It is not only witnessing hectic 
activities but is also facing malprac- 
tices in operations. However, Sebi ap- 
pears serious in its effort to improve 
the overall functioning of the market. 
Since Sebi is entrusted with the prime 
job of investor protection, it must rigor- 
ously take the penal action and set the 
check points and accountability to 
avoid such fraudulent practices from 
taking place in the future. This is of 
paramount importance as it’s the re- 
tail investors whose interests are at 
stake. «) 
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India is witnessing significant activity in the private equity space with a 
number of overseas and domestic private equity firms eyeing for 








opportunity. 
arburg Pincus LLC’s sale ofa this investment was one of the best in its 
part ofits holding for $560 mn history. 


in India’s largest cellular 
player Bharti Tele-Ventures, earlier this 
year was a sensation in the Indian in- 
vestment banking industry. Surely, this 
sale of stake through a block deal put to 
rest doubts about the appetite and 
depth of the Indian private equity mar- 
ket. What was spectacular was that this 
largest stock trade in Indian history was 
done in minutes indicating the ease with 
which the exit was done. Warburg Pincus 
on its part has made $1.1 bn till now by 
selling two-thirds of its stake in Bharti 
on a total investment of $300 mn be- 
tween 1999 and 2001. The return on in- 
vestment generated to Warburg out of 


The Indian private equity market is 
truly a happening place. Last year saw 
more than a billion dollar in private eq- 
uity investments. This year has already 
seen an investment to the tune of half a 
billion dollar and more than billion dol- 
lars in exits. The private equity invest- 
ments are expected to be around $2 bn 
this year. Many of the global majors in 
private equity are either making new 
deals or increasing their bets by pump- 
ing in more money into the deals already 
made. Some of the well-known private 
equity players active in India are the US 
firms Blackstone Group, Carlyle Group 
and General Atlantic Partners, and 


Britain's Actis Partners. Local firms 
such as ICICI Venture Funds Manage- 
ment Ltd. and Kotak are also stepping 
up investments. 

The overseas private equity firms 
which earlier dedicated only about $50 
mn to India have increased their expo- 
sure to hundreds of millions of dollars. 
Many of these players have started open- 
ing their offices in major cities like 
Mumbai, Delhi and Bangalore and are 
poaching professionals with relevant ex- 
perience. This is creating a high demand 
for professionals in this area. Some of 
the others are choosing to operate from 
overseas with help from Indian advisors. 

Private equity seems to be a good 
source of alternative investment in the 
growing Indian economy. Some of the 
popular sectors for private equity invest- 
ment in India are pharmaceuticals, 
biotech, outsourcing, telecom, media, lo- 
gistics and breweries. After the phasing 
out of the Multi-Fiber Agreement (MFA) 
in 1995, textiles are another sector into 
which private equity is flowing. Many of 
the newly born airlines were also started 
with big funding from the private equity 
partners. Private equity players are also 
looking towards investing in infrastruc- 
ture companies which requires huge in- 
vestment and is a promising sector in 
India. But basically private equity firms 
are interested in any company which has 
a global mindset and is run by a profes- 
sional management with good corporate 
governance. 


Investment routes specific to India 

Private equity players were more or less 
dormant in the early 1990s. Slowly pri- 
vate equity activities started picking up 
in the early 1990s. During the last two 
years, the markets have started becom- 
ing hot. There are a number of private eq- 
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uity firms (domestic as well as overseas- 
based) that are active in India now. Some 
of the structures include Offshore Struc- 
ture where a private equity vehicle, which 
is outside India’s jurisdiction, makes in- 
vestments directly into Indian compa- 
nies. It has got an offshere manager to 
manage the fund and an Indian advisor 
who would identify the investment. 

Another structure is the unified 
structure with a trust set up in India. 
Domestic investors form a trust and off- 
shore investors pool investments in off- 
shore vehicles while these vehicles in 
turn invest in domestic trusts. This 
would also have an overseas manager to 
manage the investments and an Indian 
advisor to recommend the investments. 
Most of the overseas private equity firms 
from the US have set up their subsidiar- 
ies in India. 

Some of the popular routes for invest- 
ment in India are by setting up subsidiar- 
ies in Mauritius or Cyprus due to the tax 
benefits. There is no capital gains tax on 
companies belonging to Mauritius and 
Cyprus, on sale of share from an 
Indian company held over one year and 
sold through stock exchange and a 10% 
capital gains tax from sale of shares from 
an Indian company with holding period of 
less than a year. However, these compa- 
nies or holdings should not have perma- 
nent establishments in India. Invest- 
ments through Singapore are also popu- 
lar due to the double taxation agreement 
between India and Singapore. There is no 
capital gains tax in either India or 
Singapore on sale of shares on an Indian 
company by a Singapore-based company 
as long as it does not have a permanent 
establishment in India. 

Private equity firms are known to 
make investments in stagnating mature 
businesses, turning them around and 
then exiting. Over the years, the private 
equity firms have taken up the role of 
venture capitalists, funding innovations 
and bright ideas. Initially, this mode of 
investment was popular in India but in 
the last couple of years, private equity 
firms have started investing their money 
in growing companies. The funds are 
used for expansion programs. At the 
same time, these private equity firms 
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are investing in companies which give 
them a position of influence. They are in- 
sisting on one of their men on the boards 
of companies. The companies are not 
complaining either as the private equity 
firms are handholding the company 
management and providing them with 
strategic direction which is very much 
needed for inexperienced Indian compa- 
nies thinking of making it big in the glo- 
bal arena. 

As the private equity firms move their 
investments away from unlisted compa- 
nies to listed companies through the PIPE 
(Private Investment in Public Equity) 
mode the inherent risks are less as the li- 
quidity is more and exit is easy. Fueling 
this type of investments in the Indian 
stock exchanges with the indices gaining 
by the day, the valuations are reaching new 
all the time highs. Now PIPE investment 
route is being used in more than 50% of the 
private equity deals. 


Why India? 

Many of the Indian companies are glo- 
bally recognized and some of them have 
made a name for themselves. These 
companies span across a number of sec- 
tors covering Information Technology, 
pharma, outsourcing, oil and commercial 
aviation. Real Estate is another area 
where private equity players are show- 
ing a lot of interest. Special Economic 
Zones are also attracting real estate 
players with the backing of private eq- 
uity firms. 

A growing middle-class, large pool of 
educated youth and above all, a gradual 
evolution of entrepreneurial culture—all 
these make India a potential hub of in- 
vestments. The Indian economy at an 
impressive growth rate of around 8% per 
year and by 2035 it is predicted to be the 
third largest economy in the world. 

Apart from these generic develop- 
ments successful exits with substantial 
profits, like in case of Warburg has 
surely made India an attractive destina- 
tion for private equity. Apart from this, 
the performance of stock market, possi- 
bility of fast growth and maturing of the 
mergers and acquisitions activity has 
also played a key role in the development 
of private equity market in India. Of 


course one should also give credit to the 
strong jurisprudence and robust finan- 
cial system in the country. 


Challenges 
While all these might seem attractive 


for private equity firms they also have to 
pay serious attention to some potential 
challenges. Management's relation with 
laborers is very important as some of the 
unions might not be willing to take 
change readily. Cross-holdings among 
promoters and the stake of the promot- 
ers should be valued carefully. Also, if a 
number of equity players enter into 
India, there is a possibility that some of 
them would end up with bad promoters. 
At the same time, the mindset of 
Indians to buyouts has to undergo a 
change and they need to accept that di- 
vestments, spin-offs, and acquisitions 
are acceptable means of generating 
wealth and they should not be seen as 
hostile or immoral. 


In comparison with the neighbors 
Traditionally, Hong Kong and South Ko- 
rea have been the largest recipients of pri- 
vate equity in Asia. Of late, China too is 
emerging as an attractive destination for 
private equity. Semiconductors, electron- 
ics and communication sectors are the 
major areas where private equity is flow- 
ing in these countries. While in India funds 
are invested primarily in listed compa- 
nies, in its Asian counterparts funds are 
channeled into balanced stage funds, ex- 
pansion stage funds and buyout funds. 


Betting on future 

As more and more India specific funds are 
launched around the world, one thing that 
becomes evident is the investors' confi- 
dence of doing business in India. Though 
the private equity market is minuscule 
compared to the US and European mar- 
kets it is catching up fast and is expected 
to touch $10 bn by 2008. In the immedi- 
ate future, there would be large number of 
small deals below $100 mn. And as the 
investor confidence further strengthens 
there would be many large deals. «^ 


D Satish 
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Commodities 


The Great Surge? 





o the surprise of many, commodi- 

ties are hot stuff now. If it ap- 

pears unbelievable just take a 
look at the prices of a host of commodi- 
ties in the futures market as they have 
gone through the roof in recent times. For 
instance, precious metals have become 
dearer. Gold has had a golden run as it 
touched a 26-year high this May. Silver 
too is not far behind; the price of the poor 
man's gold too has risen sharply, in tan- 
dem with the bullish trend in gold and 
other precious metals like platinum and 
palladium. In fact, prices across all the 
commodities, be it base metals or agri- 
cultural commodities, have touched his- 
toric highs in an unprecedented bull run, 
surprising many. The rub-off effect of 
this has been seen on stocks of firms 
which mine or trade into these commodi- 
ties. Metal stocks, in tune with the global 
trend, have recorded huge gains, boosted 
by record prices of copper, aluminum, 
and zinc, whose prices have more than 
doubled in the last one year. Buoyed by 
these movements the BSE Metal Index, 
in fact, outperformed the broad market 
index, Sensex by a huge margin. Surpris- 
ingly, commodity prices have shown 
great resilience, so far, as they have re- 
bounded sharply after every pull down. 
And going by the several commodity 
bulls, the bull run is here to stay. 


if you have not analyzed what outperformed 

equities in recent times, it's time to look at the 
commodities’ price charts. Commodities, 

right from oil to base metals to precious metals 

to even the so-called soft (agri) commodities, 

have delivered returns that were unheard of in 

the past. The remarkable rise in commodities prices 
has also meant that they are no longer a mundane stuff. 
And the commodity bulls who have made merry as a result 
of the unprecedented run-up in commodity prices claim 
that the excitement has just begun. 
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Reviving fortunes 
However, it was not the case always. 
Until 2001, commodity markets across 
the globe were lying low. Prices of all the 
major commodities had gone down so 
much that it almost became economi- 
cally unattractive for producers to pump 
money in finding new mines and sources. 
The collapse in commodity prices exacer- 
bated in 1997 as an economic crisis 
gripped the then fast growing East 
Asian economies, then the big importers 
of raw materials, thanks to their hap- 
pening infrastructure sector. The fall in 
commodity prices accelerated further as 
big commodity producers like Brazil and 
Russia resorted to cheap exports so as to 
support their cash-strapped economy. 
The commodity prices, as a result, went 
further down into a tailspin. “But the 
world’s economic slowdown is only part 
of the explanation”, commented The 
Economist in its April 15, 1999 edition. 
It commented that some of the blame 
also goes to a big increase in supply asa 
result of extra capacity that was 
planned when prices were high, but is 
only now coming into the stream. “This 
is typical of the commodity cycle: A big 
price increase boosts investment, and 
excess supply then reduces prices. As a 
result, commodity prices tend to swing 
more violently than the prices of manu- 
factured goods”, it said. It attributes 
the long-term trend decline in prices in 
real terms to two factors: First, a shift 
in economic output from heavy metal- 
bashing industries to services and infor- 
mation technology, which has meant 
that any given increase in GDP pro- 
duces a smaller increase in demand for 
raw materials and second, technologi- 
cal advances have both increased the 
supply of commodities, through higher 
rates of mineral extraction and crop 
yields; and reduced demand, as plastic 
has replaced metal, or fiber-optics have 
replaced copper wire. It cited Alan 
Greenspan, the then chairman of the 
US Fed, as saying that despite huge in- 
crease in America's GDP, its national 
output weighs barely any more than it 
did 100 years ago. 

However, the sudden reversal in price 
trends has caught many unawares, Nev- 


ertheless, most experts believe that the 
sharp uptrend in prices is driven by 
sound fundamentals; with demand out- 
pacing supply, from industrializing na- 
tions like China and India, in particular, 
and a revival in the world economy, led 
by Japan, in general. As a result, the 
prices have jumped sharply. Gold surged 
to a 26-year high at $725 an ounce this 
May (its all-time high was $875 an 
ounce, touched in January 1980), oil is 
up 127% since the end of 2002, copper is 
up 366%, sugar 125%, gold 82% and cof- 
fee 80%. The reasons range from tension 
over Iran's nuclear program to dollar's 


INTERVIEW 


depreciation, to the US Fed's rate hikes 
to the fears of inflationary pressure. 


Craze for commodity investing 
However, it is not just the consumers 
where the demand is coming from. Chas- 
ing commodities is the new breed of in- 
vestors who not only seek better returns 
over stocks and bonds but also look at it 
as an asset class for diversifying their 
portfolio. And this is redefining the way 
the world looked at commodities. 

In recent times, the rise of commodi- 
ties as an asset class has been nothing 
but phenomenal given that, until re- 


Skyrocketing Commodity Prices: Is it Sustainable? 


The gold price will exceed $40,000/ounce within 30 years; and that it 
will likely exceed $1000/ounce before the end of 2006. 


- Jason Hommel, Silver Analyst and Founder of www.silverstockreport.com 


The price of most of the commodities, 


including 
products, metals and oil have witnessed an unprecedented 
spurt in recent times. What factors do you attribute to the boom 


in the commodity prices? 


Free trade with China, and the collapse of commu- 
nism in China. Free trade and the increasing collapse 


of communism, in general. 


What kind of impact will the rising commodity prices have on 


agricultural 





the global economy in general and India in particular? ~ 


Overall, it will boost growth if gold and silver go up. As gold and silver return as 
money, more honest trade will result. Further, high precious metal prices encour- 
age production of copper and zinc, which will hold down those prices, and which the 
world economy needs. The industrial revolution was on a gold standard, and re- 
turning to using gold as money will assist in continued industrialization. 

Do you think gold price, that has already passed $600/ounce, will go beyond $1000/ounce? 

I think the gold price will exceed $40,000/ounce within 30 years; and that it will 
likely exceed $1000/ounce before the end of 2006. 


Is the surge in gold price backed by strong fundamentals? What role are the central banks 
playing in this gold rally? 

The fundamentals are strong. To study gold, you need to study money, because gold 
is money. There is too much paper money, which will show up, increasingly, as 
demand for gold goes up. Central bankers had been selling gold to suppress the 
price, and this game is ending, as other central bankers are buying gold, such as 
Russia, China, South Africa, Argentina, and many more. 


What the retail investors need to do to play it safe? 
Buy physical bullion, especially silver. 
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cently, commodity investing used to be 
mostly a loser’s game. In the US alone, 
the biggest market for commodities 
trading, according to a report by the UK's 
Barclays Capital, traded volumes in 23 
of the largest US commodity futures 
markets covering energy, metals (base 
metals and precious metals) as also ag- 
riculture and livestock sectors, jumped 
sharply as the number of lots traded hit 
a historic high of 8.4 million lots in the 
week ended April 22, 2006, almost 
double the number traded a year ago. 
This is in contrast to the scenario a few 
years back. At the end of 2002, according 
to Barclays Capital, only $278 mn were 
invested in American mutual funds 
tracking a commodity index; however, 
that figure jumped to $6 bn by August 
2004. According to The Economist, the 
assets of funds like PIMCO’s Commod- 
ity Real Return Strategy fund have 
grown manifold. 

The returns too have been stunning. 
“In contrast with the advance in copper 
and aluminum prices, Standard & 
Poor's 500 Index has risen just 4.6% this 
year and the US Treasuries have fallen 
1.6%, according to Merrill Lynch & Co. 
indexes. Fund investments in commodi- 
ties may exceed $120 bn by 2008, up 
from $80 bn last year, according to 
Barclays Plc", says FT. 

Another interesting development 
has been the investors' changing strat- 
egy tcwards commodity investing. "Once, 
the main way of benefitting from com- 
modities was buying shares in mining 
companies. Now, commodity-trading ad- 
visers, funds that invest in clever com- 
mocity strategies, are gaining in popu- 
larity”, says The Economist. And it men- 
tions that such investors have been 
added by the opening of new markets for 
commodities such as plastics and carbon 
emissions. What is attracting investors 
further toward investing in commodities 
is that irrespective of price fluctuations, 
returns are not as volatile as in the case 
of stocks and bonds and the fact that 
commodities such as gold act as a better 
hedge against the worst enemy of 
money — inflation, an argument which a 
gold lover would easily agree with. 

‘Further, the new breed of investors 
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is not afraid of using such index-based 
strategies to, in effect, buy and hold in a 
field they previously found too complex 
and risky”, commented the Wall Street 
Journal (WSJ). And this craze for com- 
modities is prompting talk of a new 
“use” for already scarce raw materials: 
Investor demand. “There are two catego- 
ries of investors: while the first group is 
hoarding gold and other precious metals, 
the other, most commodities play are fi- 
nancial bets, based on trading futures 
contracts, with nothing physically chang- 
ing hands; prices in the futures markets 
influence how much commodities cost in 
the so-called spot markets, where sup- 
plies do change hands”, explains WSJ. 
Citing a study by Barclays Capital, it 
says that institutional money managers 
have between $100 bn and $120 bn in 
commodities, at least double the 
amount three years ago and up from $6 
bn in 1999, of which, roughly $80 bn are 
sitting in popular market-tracking in- 
vestments, including those reflecting the 
Goldman Sachs Commodities Index, up 
75% since the start of 2004. The remain- 
der, according to the report, is in other 
structured derivatives products linked 
to metals, oil and grains. Another devel- 
opment that has also contributed to the 
commodity rush is the advent of such in- 
novative and easy-to-trade vehicles like 
exchange-traded funds. The journal says 
that some ETFs are backed by physical 
stockpiles; thus, taking supplies off the 
market, shoring up the price. Already, 
investors have pumped in huge money 
into gold ETFs, which are now a big hit 
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globally. And with the launch of silver 
ETF, for the first time ever, in April this 
year, it is expected to fuel investor frenzy 
further. According to reports, Barclays 
Capital, the sponsor, has deposited 1.5 
million ounces of silver with JP Morgan 
Chase Bank in London to back 150,000 
shares of its ETF with each represent- 
ing 10 ounces of silver. However, some 
silver experts opine that although dur- 
ing the 16 years from 1990 through 
2005, the cumulative net deficit was 
around 1.96 billion ounces. In 2005, 
supply fell short of industrial demand 
by only 15.7 million ounces. A net sur- 
plus of 48.4 million ounces expected for 
2006, could to some extent, cool the 
overheating silver market. 


The China factor 

There is a supply constraint on all the 
commodities counters as the world’s 
fastest growing economy's appetite for 
raw materials continues to be 
unsatiated, sending prices shooting 
through the roof. The country requires 
tons of steel, cement, copper and other 
raw materials for building its infrastruc- 
ture. Figures say it all: China is the 
world's largest importer of commodities 
like copper and alumina; it is the second 
largest importer of oil after the US; and 
it is the biggest buyer of American 
soyabeans. China's economy, which has 
been growing at about 1096 per annum, 
has resulted in a huge demand for raw 
materials, including oil. Experts say 
that the construction boom alone has 
raised huge demand for commodities: 
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from copper to steel to zinc to oil and 
many more. Further, as more and more 
Chinese drive oil guzzling cars, the de- 
mand for oil has only increased. This, in 
turn, has had an impact on prices of other 
commodities as well. However, it is not 
just China and India, which are driving 
the demand for commodities. In fact, as 
the global economy has revived, post- 
2001, led by Japan (According to The 
Economist, the world economy clocked its 
highest ever growth rate in almost three 
decades in 2004), it has pushed the de- 
mand for commodities further up. 


Caution, supply constraint 

The sudden spurt in demand has caught 
manufacturers of such raw materials 
unawares, which has meant that mine 
production isn’t keeping up with de- 
mand. The situation has come up be- 
cause for many years producers have not 
made fresh investments into new mines 
thanks to bearish trend in commodities 
prices, which made such investments 
economically unattractive. “Further, 
constraining commodities production— 
and in turn driving up their prices—has 
been the lack of investment during the 
1990s. It generally takes 10 years follow- 
ing the discovery of oil or a mine before it 
is online, and if investment slows down, 
the results can be felt in the next de- 
cade”, Frank Holmes, Chief Investment 
Officer of the US Global Investors Inc., 
commented in an interview. 

But there is more to it (supply crunch) 
than meets the eye. During the mid- 
1990s, a spate of mergers took place 
amongst commodity producers, globally, 
in an effort to overcome decades of frag- 
mentation and overcapacity. Between 
1996 and 1998, deals worth close to $37 
bn were closed as the merger frenzy 
ceught up with companies in the com- 
modity business. Aluminum industry 
witnessed quite a few mega deals like 
the three-way merger between Canada's 
Alcan, France's Pechiney and 
Switzerland’s Algroup; America’s Alcoa 
and Reynolds Metals. It was expected 
that Alcoa and Alcan together could soon 
control nearly four-fifths of the western 
world’s capacity. In basic chemicals, 
America’s Air Products and France's Air 
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Liquide galloped UK-based BOC, and 
America's Dow Chemical took over 
Union Carbide. In the paper and pulp 
business, International Paper lapped up 
Union Camp, while Georgia-Pacific took 
away Unisource. “The result promises to 
be a big change in the shape of the busi- 
ness”, commented The Economist. “Com- 
modity industries used to be frag- 
mented, with a few giants, such as Rio 
Tinto, that were conglomerates with a 
range of businesses across a variety of 
countries. But the new giants will be spe- 
cialized companies dominant in their 
particular commodities”, it added. The 
decades of slump in prices have no doubt 
made the companies and their share- 
holders suffer as markets punished com- 
modity producers’ stocks. The Economist 
cited a study by the US-based 
Morningstar that average total annual 
returns over the past decade (ending 
1999) on investments in American min- 
ing, paper and chemicals firms were only 
6-895; the overall S&P 500 index of in- 
dustrial shares, in contrast, yielded 17% 
and the performance gap had more than 
doubled over the past three years ending 
1999. Another issue confronting the com- 
modity producers has been the falling 
bargaining power vis-à-vis customers 
like the car industry. These big buyers 
are pushing suppliers like the aluminum 
industry players to cut cost and enter 
into long-term supply agreements, often 
on the condition of year-on-year price de- 
creases for those raw materials. At the 
same time, markets are getting more ef- 
ficient, commented The Economist. 


Climbing Up 
Copper 








Reuters-CRB Index 
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“Privatization and market liberaliza- 
tion in Latin America and Asia, and the 
collapse of the former Soviet Union, have 
unleashed many low-priced producers 
onto the world market. And, increas- 
ingly, commodities are traded electroni- 
cally. The more perfect the market, the 
greater the pressure to keep prices and 
costs down”, it added. But what is eye- 
popping is the fact that, as found out by a 
McKinsey study, if an industry has more 
than six firms, as many commodity in- 
dustries now do, perfect competition pre- 
vails. Citing that study, The Economist 
mentions, “But with four or less, pricing 
will be affected even if no overt collusion 
takes place. Without cut-throat competi- 
tion forcing them to pass on cost savings 
made possible by productivity gains, the 
emerging super-majors will start pock- 
eting them as profits.” 

The fallout of such consolidation has 
apparently led to the cutting of flab on 
the part of merging firms. However, it 
has also stoked the fear that there might 
just not be enough supply to meet de- 
mand for commodities. 

Such fear may not be unfounded 
though. Adding to the supply constraint 
has been a series of strikes, which have 
crippled production of many commodi- 
ties. For instance, “A zinc smelter strike 
in Mexico, a copper mine strike in Chile 
and strike at a gold mine in Peru have all 
chipped away at production", FT re- 
ported recently. Benefitting from this 
have been the investors and speculators 
who held more than $120 bn of bets in 
the US commodities markets in April, 


Commodities 
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as per a report by Citigroup. The soaring 
prices have now enticed even mining 
firms as well, while the reports about re- 
activation of several mines and fresh 
ventures begin to pour in. For instance, in 
the case of zinc, “Recent reports of mine 
startups and reactivations, virtually un- 
heard of in recent years, simply under- 
line the urgency of the supply-side’s re- 
sponse to growing demand”, Citigroup’s 
metals, mining and commodities ana- 
lyst, Alan Heap, wrote in a recent report. 
However, that may not be sufficient to 
stop prices from soaring as the Citigroup 
report suggests, “While a handful of 
mines could be reopened even if this new 
material was available now, our analy- 
sis indicates there is insufficient smelter 
capacity to process it.” Another factor 
that is driving commodity prices is the 
size of the commodities market, which 
pales in comparison with that of equities 
and bonds markets. “They just aren’t 
that big. While record gold prices get a lot 
of attention, few mention how small the 
gold market is, and how that can exag- 
gerate price moves”, writes Ellen Simon 
in Commodity Prices May Keep Rising. 
“Net investment in physical gold was 
$11 bn worldwide in 2005, a rounding 
error compared to equity or fixed income 
markets”, suggests the Citigroup report. 

“However, it’s not future demand 
growth that’s at the core of the bulls’ case 
for commodities—it is that supplies are 
not going to increase enough to meet ad- 
ditional demand”, writes Martin Spring 
in On Target, a private newsletter on glo- 
bal strategy. “First and foremost”, he ex- 
plains, “most of the large unexploited re- 
serves of minerals—especially oil and 
gas—are in politically hot zones such as 
Russia, the Midddle East, Africa and 
Latin America; some of them are closed 
to the international oil/mining giants, or 
impose commercially unattractive 
terms. Others are high-risk—Bolivia 
has defaulted on its natural gas con- 
tracts, Angola recently canceled offshore 
exploration leases held by Western oil 
majors, reportedly planning to hand 
them to the Chinese.” Worsening the 
matter further is the green lobby. Envi- 
ronmentalism is making it increasingly 
difficult to exploit deposits in the ad- 


When every other commodity is rising, can sugar be behind? Surely not! After languishing for long, 
Sugar among other soft commodities is witnessing a sharp rise in prices. The last time bull run was seen 
in sugar prices was in 1981. Before that the first ever boom was in 1974 when sugar prices rose 45 
times, (from 1.4 cents in 1966 to 66.5 cents) during the commodities boom, which was also the last 
time a bull run was seen in commodities. Experts like Jim Roger (writes in the book, Hot Commodities) 
say that similar supply and demand imbalances are shaping up that could push sugar prices upward 
over the next decade. The first boom in sugar was owing to demand-supply imbalances. As the era of 
price support from the US government ended in 1974, some blamed the high prices on a “scarcity of 
cheap labor to harvest sugarcane”: others pointed to the failure of the European sugar-beet crop. 
“Others even suspected that both the Soviet Union, which had just suffered two bad production years 
in a row in its own sugar crop, and "Arab oil money" (remember that oil crisis of the 1970s?) had moved 
into the sugar futures markets, along with a rise in speculation by others looking to make money from 
rising prices”, says Roger. 

However, prices came down to realistic levels before the White House published the “Presidential 
Proclamation” of 1975 protecting US sugar producers with the same duty rates and establishing a 
global quota for sugar imports into the US. Prices were heading back down, By December 1976 and 
January 1977, world sugar prices were ranging between 7 and 9 cents a pound —figures that were, 
according to the CRB Commodity Yearbook report at the time, “below their reported cost of production 
in some countries.” And many Johnny-come-lately sugar speculators lost their money—proving, 
once again, the perils of rushing into a market where prices are rising 45 times”, says Roger. “For the next 
20 years—during a bear market in commodities—sugar remained plentiful, with bearish prices zigzag- 
ging at the low end with a few minor spikes, as typically happens in bear as well as bull markets”, he 
adds. By 1985, the price of sugar had made it all the way down to 2.5 cents, No one wanted to be in 
the sugar business. They were giving away seats on the sugar exchange at the New York Board of Trade. 


Sugar prices stayed in a bear market for the next 19 years, says Roger. 


vanced economies. It blocks new 
projects, or imposes expensive require- 
ments such as purification of emissions, 
waste disposal and land restoration. “At 
the very least, it delays things, adding to 
capital costs”, suggests Spring. Owing to 
environment-related disputes, setting 
up a greenfield mine now takes eight to 
ten years, compared to five years earlier. 

But why is it that mining firms are 
not going full throttle at a time when 
prices are skyrocketing? In most busi- 
nesses, rising prices stimulate produc- 
tion. But in mining, they often have the 
opposite effect. Spring cites Donald 
Coxe, Chairman of Harris Investment 
Management, explaining that “When 
metal prices are very low, companies 
tend to ‘high-grade’ their ore bodies, fo- 
cusing on their most valuable ore; when 
metal prices are far above expectations, 
good mining practice dictates that com- 
panies widen their stopes and drifts, 
harvesting low-grade ore (lower grades 
mean lower output volumes), thereby ex- 
tending the life of the mines.” In case of 
oil, despite the popular belief that high 


prices will entice companies to begin new 
ventures—thus, increasing oil supplies, 
which could stem the price rise—many 
experts shun it. “Exploration and devel- 
opment costs are all surging because of 
shortage of drilling rigs and crews, and 
operators willing to work in isolated 
places with often unpleasant weather. 
Companies are finding the costs of new 
projects much higher than originally es- 
timated, sometimes even doubling”, 
avers Coxe. “One little-discussed reason 
why the oil majors are not doing enough 
exploration and development to replace 
their depleting reserves”, he says, “is 
that during the 1990s, Big Oil signed 
many deals with governments that gave 
the oil companies very favorable royalty 
arrangements based on cheap oil. The 
governments’ ownership rights to the 
field would rise in the (unlikely) event oil 
prices rose above certain levels, such as 
$35—and would rise sharply if oil went 
even higher. With oil above $60, some big 
fields are no longer attractive for compa- 
nies that would have to bear the explora- 
tion and development risks.” Decades of 
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Date Turnover (Rs. cr) 
30.03 11,626.33 
20.01.2006 8,587.55 

12.122005 8,232.84 
09.12.2005 5,953.78 
02.12.2005 5,458.67 
30.11 2005 5,110.72 
Source: MCX, India 


low prices, which resulted in stocks of 
mining firms languishing meant that 
they could not risk committing big in- 
vestments in mining projects that are 
mostly of long gestation. “With a P/E ra- 
tio of 10 or so, you can't bet your company 
on scr»ething that won't begin to pay 
back for 10 years”, says Coxe. 


Metal mania 
Buoyed by such negative news about 
supply. investors and speculators have 
rushed to be a part of the action on metal 
counters. The metal mania has seen 
prices of metals, both precious (which in- 
clude gold, silver, platinum, and palla- 
dium) as well as base metals like copper, 
zinc and nickel, touch their record highs, 
this year, after years of lows. Prices of 
both copper and zinc touched their record 
highs in May, this year, as concerns over 
supply grew in the wake of announce- 
ment of closure of several mines: Grupo 
Mexico, a major mining firm, announced 
about likely closure cf its San Martin 
copper, silver and zinc mines because of 
prolonged strike. Antofagasta, another 
miner. announced that it expected out- 
put from one of its key mines in Chile to 
fali 4.496 this year. Copper soared 
through the $8,000 level to a record 
$8,085 before easing back to $8,070 a 
ton. Codelco, the world’s biggest copper 
producer, said prices may extend record 
gains this year because of possible sup- 
ply disruptions, low inventories and pur- 
chases by investment funds. 
Freeport-McMoRan Copper & Gold 
Inc., which owns the world's second big- 
gest copper mine, Grasberg, in Indonesia, 
recently announced a decline in ore grades 
at the mine cut output in the first quarter. 
Grupo Mexico SA, the world's seventh 
largest producer of copper also said that 
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its San Martin copper and zinc mine will 
reopen after a strike that has halted out- 
put since March 24. *Copper prices on the 
London Metal Exchange, the world's big- 
gest metals bourse, have doubled this 
year as investment funds bet on rising 
prices as labor disputes and production 
woes disrupt supply at mines from 
Mexico to Indonesia", commented FT. 

Shrinking inventories too are adding 
to the bullish fervor of investors and 
speculators alike. For instance, accord- 
ing to FT, copper prices in Shanghai have 
risen more than fivefold since late 2002 
as China, a net importer of the metal, 
grew to overtake the UK as the world's 
fourth biggest economy last year. Im- 
ports of refined copper and copper prod- 
ucts into China, the world's biggest user of 
the metal, fell 20% in the first four 
months of the year, China's customs office 
said. Inventories tracked by the Shanghai 
Futures Exchange fell 9% to 31,117 tons, 
the bourse announced on April 27; though 
it improved to 38,390 tons of copper, the 
inventories of natural rubber and fuel oil 
saw a dip for the week ended May 12, 
2006. “Demand will climb 5.7% this year 
after rising 1.8% last year”, said a report 
by Citigroup. Another report from 
Deutsche Bank suggested that the lower 
inventories provided the impetus for the 
remarkable gains in copper prices, but it 
was the persistent speculative buying 
that continues to drive prices to unprec- 
edented levels. 

Many experts attribute this to the 
trend amongst investment funds, which 
are increasing exposure to commodities 
in anticipation of better returns com- 
pared to stocks and bonds. Their action 
is also supported by the belief that as the 
global demand, led by China, surpasses 
the supply, already constrained by a 
litany of strikes and other disruptions, 
the prices have only one way to go—and 
that is up. 

However, it is not that everyone feels 
happy about soaring commodity prices. 
Many blame it on hedge funds for con- 
tinually extending their speculative long 
positions in zinc and aluminum as they 
bet on further price gains. 

A host of other factors too are adding 
to the bullishness as demand for com- 


modities rises from new sources. For in- 
stance, as the fuel costs rise, demand for 
lighter cars and other vehicles, is pushing 
up the demand for aluminum, a major 
raw material. Also, as lighter cars are 
better off in terms of curbing emissions, 
the demand for such cars, and in turn, for 
aluminum, is expected to be strong, say 
the experts. However, for aluminum pro- 
ducers, meeting such a huge demand 
would not be possible. In case of copper, 
many enthusiasts even forecast a level of 
$10,000 as they say that copper prices 
haven't peaked yet, despite a nearly 80% 
run-up since the beginning of the year. 
“Supplies are stretched tight. Industrial- 
ization and urbanization—the twin forces 
reshaping the economies of China and In- 
dia—are also stoking demand, as copper is 
needed for construction and the manufac- 
ture of everything from cars to micropro- 
cessors", commented Business Week. 

Similarly, in the case of sugar, as the 
world looks for alternative fuels, ethanol 
which is derived from sugarcane has 
emerged as a promising substitute for 
oil. Major sugarcane growing nations 
like Brazil have already begun focusing 
on ethanol. In fact, in Brazil, almost 50% 
of the vehicles run on ethanol. The sud- 
den focus on ethanol, the world over, has 
resulted in sugar prices shooting through 
the roof. 

Gold, the king of all the commodities, 
soared past its 26-year high in May, this 
year, to touch $725 an ounce. Experts feel 
that the yellow metal may maintain up- 
ward momentum in case the dollar con- 
tinues to deteriorate and also if the US 
Fed chooses to maintain the upward 
bias in interest rates. The rally in gold 
could get further bolstered by any move 
on the part of the Chinese government to 
boost its gold reserves. Many newspa- 
pers reported that the Chinese govern- 
ment has been advised by a number of 
economists to bring up its gold reserves 
to 2,500 tons (for diversification pur- 
poses); however, critics say that any such 
move would be fraught with risk in case 
the gold price reverses its course. Other 
precious metals like silver, platinum, 
and palladium too have followed the 
rally in gold prices. Silver prices, after 
lying low for several years, rose sharply 
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a) Interest / discount on advances / bills 
b) Income on Investments 
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Add: Share of earnings from Associates 
Less: Minorities interest 
Consolidated Profit for the year attributable to the group 
Paid up Equity Share Capital 
eserves excluding Revaluation Reserves 
nalytical Ratios 
) Percentage of Shares held by Government of India 
ii) Capital Adequacy Ratio 
iii) Earnings per Share (Rs.) (Not Annualised) 
v) (a) Amount of Gross Non Performing Assets 
(b) Amount of Net Non Performing Assets 
(c) % of Gross NPAs 
(d) % of Net NPAs 
v) Return on Assets (Annualised) 
Aggregate of Non Promoter shareholding 
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26.83% 


1 The financial results of 7 subsidiaries are consolidated in 
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the above result. Further, the financial statements of the 
Joint Venture has been proportionately consolidated and 
8 associates have been considered for computation of 
investments under Equity method and parent's share of 
profit. 

Bank has recognised business segment as the primary 
reporting segment and geographical segment as 
secondary segment in line with RBI guidelines on 
compliance with Accounting Standard 17. Other 
Accounting Standards viz Accounting Standard 11, 18, 
20, 21, 22, 23, 26, 27, 28 and 29 have also been complied 
with. 

The above results have been taken on record by the 
Board of Directors of the Bank at its meeting held on 13th 
May 2006. 
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to $15.20 an ounce, a record high since 
early 1981 while platinum hit a record at 
$1,265. 

No discussion is said te be complete 
if oil is not talked about. Indeed, oil 
prices hold the key to growth for many 
economies; particularly, the industrial- 
ized ones. Though oil prices which hit $75 
a barrel sometime back, have come down 
from that peak now, they have continued 
to be volatile amidst concerns over US- 
Iran tension over the latter’s nuke pro- 
gram and threat of possible terrorist 
strikes. However, a much bigger concern 
which is driving oil now, and may do so in 
the future too, is the depleting reserves of 
oil firms. According to the US Energy In- 
formation Administration's (EIA) latest 
projections, it appears that prospects 
for an improvement in glebal petroleum 
supply and demand balance were fad- 
ing. The EIA recently warned that 
steady and continued growth in global 
oil demand combined with modest in- 
creases in capacity left little room to 
raise production in the event of geopo- 
litical instability. While, according to 
the latest monthly report of the US De- 
parzment of Energy, oil prices should 
average $68 a barrel until at least by 
the end of 2007. 


The global commodity rush has rubbed 
off on India too as more and more inves- 
tors in the country enter the commodity 
trading. As a result, trading volumes at 
both the MCX and NCDEX, the two com- 
modity exchanges, have surged to record 
highs in recent times. MCX recorded the 
highest turnover of Rs. 11,626.33 cr at 
the close of trading hours on March 30, 
2006, with bullion alone registering a 
turnover of Rs. 9,497.54 er (Gold 
Rs.5,838.06 cr and Silver Rs. 3,659.48 
cr). The total number of trades were 
1,265,774; the previous highest turnover 
was recorded at Rs. 8,587.55 cr on Janu- 
ary 20, 2006. 


What goes up, must come down 

So goes the old adage. And what holds 
true for stock markets holds good for 
commodities markets as well. Com- 
modities unlike stocks are subject to 
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vagaries of certain other factors like 
weather. They are complex. Then they 
are subject to the cyclicality factor. It is 
not easy to really decipher which way 
prices would move. ^While much has 
been learnt about the properties of 
world commodity prices, there still re- 
main big gaps in economists' under- 
standing of why commodity prices move 
as they do", write Paul Cashin, C John 
McDermott, and Alasdair Scott in their 
1999 research paper, *Booms and 
Slumps in World Commodity Prices." 
Citing the works of several researchers, 
they add that empirical evidence has 
generated several stylized facts about 
real commodity prices; they are often 
dominated by long periods of doldrums 
punctuated by sharp upward spikes; 
they have a tendency to slide down in 
the long run; shocks to commodity 
prices tend to persist for several years 
at a time; and unrelated commodity 
prices may move together. The author's 
key findings are fourfold. First, for the 
majority of commodities, price slumps 
last longer than price booms. Second, 
the magnitude of price falls in a slump 
is slightly larger than those of price 
rises in subsequent booms. Third, there 
is little evidence of a consistent *shape" 
to the cycles in commodity prices. 
Fourth, for all commodities, the prob- 
ability of an end to a slump in prices is 
independent of the time already spent 
in the slump; and for most commodi- 
ties, the probability of an end to a boom 
in prices is independent of the time al- 
ready spent in the boom. 


Many experts even do not rule out the 
possibility of a commodity bubble in the 
making. In fact, a few like Chet Currier of 
Bloomberg even say that the commodity 
rally may collapse like the one that ended 
the last great upsurge, which occurred in 
the 1970s. He warns that investors may 
recall the dawn of the 1980s, when the 
silver market plunged about 75% in less 
than four months. He cites a poll of bro- 
kers and research companies by 
Australia's Access Economics, which sug- 
gested that commodity prices may be ripe 
for a decline of as much as 50% in the next 
two years. In an interesting observation, 
he says that over the two decades, from 
the end of 1979 through the end of 1999, 
the Goldman Sachs Group Inc. Index of 
spot commodity prices declined 1% a year 
while the Standard & Poor's 500 Index in 
the stock market climbed at an 1846 an- 
nual rate. He cites a commentary by Di 
Tomasso Group, a commodity advisory 
firm, as saying, “Many commodity prices 
now stand near 100-year lows in real 
terms. It suggests, of the powerful nega- 
tive fundamentals for commodities— 
namely, a world economy that has grown 
away from agriculture and manufactur- 
ing as a base, toward services and infor- 
mation. However, a countervailing force 
in recent years has been the emergence of 
vibrant new economies in China, India 
and other fast-developing parts of the 
world, which have resulted in new de- 
mand for oil, copper and all sorts of other 
raw materials", he comments. 

Nonetheless, amidst the bullish fer- 
vor, investors should also not forget as 
The Economist commented, “Commodity 
prices have been more volatile than in the 
quiet 1990s. And that the party to a great 
extent is dependent on China, which has 
already raised interest rates to cool its 
overheating economy, the dollar and the 
US economy.” If the dollar changes its 
course or the US opts for further rate hike, 
this could spoil the party, not to mention 
any slowdown in the Chinese economy, 
which could have a far-reaching impact. 
Therefore, caution holds the key. € 

Amit Singh Sisodiya 
and Surjeet Mohapatra 
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The Good, the Bad, and the Ugly 
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Apart from demand and supply, the "other factors" include the trend in the 
last two years of looking at commodities as a "currency" for store of value by 


investors. 


- P H Ravikumar 


Managing Director and Chief Executive Officer, 


National Commodity and Derivatives Exchange, India 


e boom in commodities in the in- 
ternational market can be ex- 
plained primarily by demand 

and supply and various other factors. 
On the demand side, the dominant fac- 
tor has of course been the demand from 
China and India. The world economy is 
slated to grow at 4%. High growth rates 
in the Asian economies particularly in 
China and India and economic revival 
in the EU and Japan have increased the 
demand for basic agricultural products 
(cereals, pulses, sugar and cotton), en- 
ergy sources (crude oil, ethanol) and 


scarce resources such as metals and 
minerals. On the other hand, supply or 
increase in production has remained 
tight due to supply constraints or dis- 
ruptions in production. In fact, the com- 
modity boom is expected to perpetuate 
for another 15-20 years on account of in- 
herent growth processes in the world 
economy. 

With regard to India, according to 
the Central Statistical Organization, 
the real GDP growth in 2004-05 was 
7.5%. The economy continued the good 
run and registered an 8.1% growth in 





2005-06. The agricultural sector saw a 
growth of 2.3%; industry recorded a 
growth of 8% while the services sector 
grew by 10.1%. The growth in the 
economy has fueled the demand for raw 
materials and commodities. 

Prices are being driven by both do- 
mestic and global influences. Com- 
modities such as crude oil, steel, alumi- 
num, copper, bullion, soya, sugar, coffee, 
etc. which are global in nature have 
their prices being driven by global devel- 
opments. 

However, in case of domestic prod- 
ucts, especially in agriculture, the forces 
of demand and supply would be the 
main driver of prices. Consumption pat- 
terns are changing in the country and 
the supply factor remains erratic as ag- 
riculture is still dependent on the mon- 
soon. Unless there is a medium-term 
solution to this issue, prices would tend 
to be volatile when the monsoons are 
not too favorable. 

Apart from demand and supply, the 
“other factors” include the growing 
trend in the last two years of looking at 
commodities as a “currency” for store of 
value by investors. Precious metals and 
some soft commodities have witnessed 
this phenomenon in a big way. One 
school of thought argues that the com- 
ing in of such investments has hap- 
pened because of their spotting a de- 
mand/supply imbalance and an oppor- 
tunity to earn attractive yields. The 
other school argues that these funds 
have resulted in too much money chas- 
ing too little quantity and hence result- 
ing in spurt of prices. 


Soaring prices and impact on global 
economy 


Rising commodity prices as reflected 
in the inflation rates are a cause of 
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concern. But it has been seen that the 
world economy in general and develop- 
ing countries in particular have shown 
considerable resilience to higher 
prices especially energy or crude oil 
prices. 

Compared to the previous oil 
shocks, the impact of higher oil prices 
on economic activity and inflation ex- 
pectations seems to have been largely 
contained due to fall in intensity of oil 
usage especially in the advanced 
economies, continuous pre-emptive 
monetary tightening and, in case of 
many emerging market economies in- 
cluding India, less-than-complete 
pass through of the increase in crude 
oil prices. 

On the other hand, the recent hikes 
in interest rate by central banks, are a 
clear indication that the era of cheap 
money is quickly coming to an end. 
Rising commodity prices might be 
checked by the increase in interest 
rates leading to deflationary pres- 
sures on the economy. In the short to 
medium-term, it does seem that aris- 
ing out of firmer commodity prices and 
the resultant higher levels of infla- 
tion, global economy has moved to a 
firmer interest rate regime. 


All that glitters is... 

Since early 2001, gold prices have 
more than doubled from around $250 
an ounce to around $600. The World 
Gold Council has projected that gold 
will touch $850 an ounce (last peak 
touched in 1980s) in the coming 18 
months. According to some esti- 


£s 


For the moment, it 


appears as though gold 
is playing out its best 
role as a safe haven or 
as the historical reserve 
currency. During times 
of inflation, gold is 
perceived as the best 
store of value. This is 
further buttressed by 
the widening US current 


mates, gold prices in the coming 10 
years will rise 10 times to reach a 
mammoth $6,000 per ounce! The 
prices have already gone past 
US$700 an ounce. 

There are many factors influencing 
the price of gold. For the moment, it 
appears as though gold is playing out 
its best role as a safe haven or as the 
historical reserve currency. During 
times of inflation, gold is perceived as 
the best store of value. This is further 
buttressed by the widening US cur- 
rent account deficit. The US current 
account deficit widened from 5.796 of 
GDP in 2004 to 6.49» in 2005 and is 
estimated by the OECD to reach 7.0% 
in 2007. 

The strengthening ofthe gold prices 
seems to point towards further depre- 
ciation of dollar in spite of the central 


bankers' proclivity to bank in dollars 
rather than in gold. It is also unlikely 
the current account deficit of the US 
will get reversed in the next few years. 
Therefore, as long as the current ac- 
count deficit is large, the dollar would 
tend to weaken. Temporary deviations 
would, however, continue to occur as 
the Euro Zone would also try to resist 
the euro appreciation to maintain its 
competitiveness in the global currency 
markets. 


Lessons for retail investors 

Retail players need to understand the 
markets before entering. Today, while 
opportunities are several the basic 
understanding is limited as research 
is just about catching on in this indus- 
try. Therefore, we have a paradoxical 
situation where the retail segment 
should be getting in, albeit with its 
eyes open. It would be best if they 
could do so through mutual funds, 
which presently are not permitted to 
trade in commodities. 

Since the 2000s, commodity mar- 
kets have seen a secular bull run. Com- 
modities are emerging as an asset class 
with returns from commodities being 
better than returns from the stock mar- 
kets or from the bond market. At the 
same time, commodity trading has be- 
come much more volatile with the entry 
of funds. The investor should best keep 
in mind Charles Dickens’ quote, “It is 
the best of times, it is the worst of 
times..." @) 
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France 


Idealizing Conservatism 





The French are rejecting reforms and are increasingly turning pro- 
tectionists. What does it mean to the fifth largest economy in the world and 
what repercussions would it have on the progress of the European Union? 


——— 





illions of protestors filling the 

main streets, overturning 

vehicles, setting up road- 
blocks, invading railway stations and 
airports—no, these are not the glimpses 
of people power, which has resulted in 
change in governments in Ukraine and 
Georgia nor are these protests at the In- 
dependence Square in Kiev or the parlia- 
ment building in Tbilisi. These are 
glimpses of the protests in Paris, the 
heart of modern Europe. Here, people are 
not protesting against a change in the 
leadership, but for overturning a contro- 
versial law. The implications in the long 
run might be as dramatic and as far- 
reaching as the happenings in Eastern 
Europe. 
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Weeks of protests in the major cities 
of France, mostly by students and trade 
unions forced the French government to 
bury the Contrat Premiére Embauche 
(CPE) law, which would have enabled 
employers to hire and also give them the 
flexibility to fire young people during the 
first two years of probation. After the 
two-year period, these youth would be 
given permanent jobs. 

This reform would encourage em- 
ployers to hire the growing number of 
unemployed people in France who now 
constitute nearly 10% of the population. 
This move was intended to reduce grow- 
ing unemployment as the law would 
give more flexibility to the employers. 
France still has rigorous labor laws 


with high minimum wages and tough- 
to-fire employees. 

CPE was seen as a test to the re- 
forms in France. This was merely an 
amendment to the labor law and ratify- 
ing CPE would have given a chance for 
introducing further reforms in the over- 
regulated labor market. Already, France 
is losing out to Eastern European and 
Asian countries on the issue of employ- 
ment. For the French, the choice was be- 
tween an insecure job and no job at all, 
and by rejecting this reform they have in 
effect paid a heavy price. 

Ironically, a majority of the protest- 
ors were people who had secure jobs, 
working in the public sector companies 
(the country still has more than a quar- 
ter of the people employed in public sec- 
tor companies) and had nothing to gain 
from the reforms. The losers were, in fact, 
the unemployed youth who were willing 
to take risks and would have possibly got 
at least an insecure job to start with. 

By rejecting the reforms France has 
laid bare its conservative face. Most of 
the youth in France fancy jobs in civil ser- 
vices as these jobs provide security for 
life. These youth like to live in an ideal 
world in which their parents lived, where 
job was guaranteed and life went on 
without any major complications. But, 
perhaps they would take more time to 
understand that this ideal world is a far 
cry from the present real and practical 
world of capitalistic competition. 

Some of the analysts say that Prime 
Minister Dominic de Villepin and Presi- 
dent Jacques Chirac, who all along 
showed a bold face, should not have 
budged. By giving in to the protestors the 
crucial reform not only received a setback 
but also many doubts were raised as to 
whether France would ever accept any re- 
forms. Doubts are also being raised about 


Performance that transcends time. 


i 
Shan thi Gear S LI MITED 304-A, Shanthi Gears Road, Singanallur, Coimbatore - 641 005. Tamilnadu, India. 


Ph : 91 - 422 - 2273722 to 34 Telefax ; 91 - 422 - 2273884 / 85 E-mail : info@shanthigears.com Internet : www.shanthigears.com 
GF Vas GF^g BOXE $ GFARFD MOTORS ‘yp GF )? d Ag FTAA DAR & CUSTOM RLU T a EOR Any INDHA y 


asiads.com 





aa 


LE * 
Business Environment 


ich ec i me aa 


whether the French are turning more con- 
servative, inward looking and protection- 
ist, and most importantly, becoming 
averse to globalization. 


Economic patriotism? 

Promoting competition, hiring the best 
and weeding out the res: have become the 
basic principles of globalization. By reject- 
ing these principles, the French seem to 
have turned a blind eye towards globaliza- 
tion—the very globalization on which 
France, especially its private sector, 
thrived upon and exploited, making it the 
fifth largest economy in the world. 

The word “Economic Patriotism" was 
coined by a French Parliamentarian, Ber- 
nard Cararyon, and it seems to have been 
adopted by the French government in a very 
conservative way. Recently, the French par- 
liament has approved an amendment to 
the European Union takeover directive 
making it easy to protect their companies 
from hostile takeovers by introducing the 
“poison pill”. This would also protect French 
companies from foreign ownership in 11 
sectors. The prime minister also said that 
he has decided to keep 40 big French compa- 
nies under French ownership and stop them 
from being taken over. 

The best example of this protectionism 
was on display when Suez, a private 
French company, was the target of a hos- 
tile takeover bid from an Italian company. 
The government orchestrated a merger be- 
tween Suez and Gaz de France (GDF). This 
protectionism was also visible when the 
French prime minister put pressure on the 
stakeholders of French steel giant, Arcelor, 
not to give in to the takeover move by its 
rival, Mittal Steel—Arcelor, in the prime 
minister’s opinion, is the crown jewel. 

While there are increased signs of con- 
servatism, there also seems to be a di- 
chotomy in the way the French think. Per- 
haps, there is a split of opinion between 
two groups of French: Some feel that one 
should ignore what the French say and see 
what they do. Building on the mood, one of 
the political parties, socialist party, calls 
for renationalizing Electricité de France 
(EDF) state utility firm, which was par- 
tially floated in 2005. But when this unit 
was floated, five million individuals 
grappled to get a share of the float. 
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A similar dichotomy was also seen in 
the Gaz de France episode. When the gov- 
ernment went in for a partial float of this 
utility company, the employees went on 
protest seeing it as the first step to com- 
pletely privatize the company, even though 
the government kept 70% of the stake with 
itself. But when the government orches- 
trated the merger between GDF and Suez, 
there were no protests even though the 
government's stake was reduced to a third. 

Signs of dichotomy are apparent when, 
on one side. the French protect their com- 
panies from takeovers while, on the other, 
the French companies themselves are seri- 
ously pursuing takeovers of foreign compa- 
nies. L’Oreal’s takeover of UK’s Body Shop 
and BNP Paribas’ takeover of Italian, 
Italia One, are some popular examples. 

While the French show signs of red, ac- 
tually in reality it is much different. France 
has fewer unions than the US and also 
fewer days are lost to strikes than in the 
US. Productivity is on par with any of the 
developed countries except that it takes a 
beating due to the 35-hour working week. 


Absence of strong leadership 

While the French are rejecting reforms, 
some analysts opine that the French are 
not against reforms, but they are against 
those reforms which they feel are unfair to 
them. They blame the absence of leaders 
who could convince and instill confidence in 
them that this reform is in their best inter- 
est. Some say that wider consultations 
should behad to get everyone on board. The 
prime minister introduced CPE through a 
decree rather than through the parlia- 
ment. But de Villepin is of the opinion that 
the reform would not have reached this 
stage if he would have initiated consulta- 
tions. He cites the instance of a pension 
reform which went nowhere, in 2003, when 
he invited the unions to take part in the 
consultations. 

In the last 20 years, the political par- 
ties have more or less disappointed the 
French public. One of the aspiring presi- 
dential candidates for the 2007 presiden- 
tial elections says that the last two de- 
cades were the decades of immobility. 
Jacques Chirac, who became president 11 
years ago, was first seen as a reformer, but 
as time went by, he was seen to be weak 


and had no grasp of the need for urgent 
reform. During his tenure as president, 
France lost out to Britain in terms of 
wealth per person. Analysts say, what the 
French need is someone like Margaret 
Thatcher who introduced a decade of re- 
forms in the late 1970s. 


Deeper implications 

If such a small amendment is met with 
such resistance in France, bigger and more 
important reforms would be impossible to 
get through. It shows that the French are 
just averse to reforms and they are not pre- 
pared to make the necessary sacrifice, as 
most of the reforms are a change from the 
regular stance and could be painful. But, 
on the other hand, ifreforms are not carried 
out now, then the severity of the effect 
would be much more later. 

For most in France, life was good for a 
long period of time and this is what is de- 
terring them from embracing change 
quickly. They need to understand what is 
in it for them and what is it that they are 
losing by rejecting the reforms; and the 
onus of explaining this rests wholly on the 
shoulders of a credible government. As 
one prominent French politician said, 
what is required now is the breaking 
away from the past and from years of po- 
litical immobility if radical reforms are to 
be introduced, which are inevitable if 
France has to overcome the challenges of 
the 21* century. 

France, which has the highest tax rate 
in the European Union, has government 
debt at 60% of the GDP which is estimated 
to become 100% of the GDP by 2014; this 
will put a lot of pressure on the 
government's ability to create jobs and 
take care of other social welfare activities. 

France has to come out of the myth be- 
ing propagated by some politicians that it 
has more to lose from globalization. In a 
country that treasures its communist heri- 
tage, it would be a little more difficult to 
convince everybody. But if reforms are put 
on the back burner, then the economic cri- 
ses would precede the reforms and this 
would be a bitter pill that the French 
would dislike to swallow. «) 


D Satish 
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The world is coming to realize that there is a need for fair price for oil too, like 
anything else, for it could be significantly higher than the current price. 


— R Vishwanathan 


Faculty Member, The ICFAI Business School, Chennai 














t was just about 30 years ago 
that oil prices began climbing, 
sometimes steeply, and at times 

not so steeply—from US$3 per barrel in 
1972, to US$10 per barrel in 1974, and 
to US$25 per barrel in 1980. On each oc- 
casion, hands were thrown up in horror, 
and prognostications of gloom and doom 
for economies abounded. 

Since 1980, oil prices have risen and 
fallen, the rising occurring more than the 
falling; and since 2003, there has been a 
relentless rise. During May 2006, the 
price of oil even went beyond $70 a barrel 
at the New York Mercantile Exchange 
(NYMEX). 

But shocked reactions are scarce 
these days. Only the worthies of interna- 


tional economics and finance, ranging 
from central bank governors to officials 
of IMF or World Bank talk of slowdowns 
in national growth rates or rise in infla- 
tion or unemployment. Going by earlier 
prognostications, a 20-fold price increase 
of a crucial raw material would have 
been expected to play havoc with econo- 
mies that were believed to be so sorely 
dependent on oil for growth. Nothing of 
that sort has happened, and oil prices 
are not screaming headlines any longer. 


How does one explain this changed 
reaction? 

The world is coming to have a more real- 
istic understanding of oil’s place in the 
world economy. The world has come to 


realize that oil prices are really quite 
low, and even steep increases in the 
prices can be taken in stride. 

Oil is, doubtlessly, a crucial and vital 
commodity. It is the lubricant for indus- 
trial economics. Also, all new and rapid 
plans of industrialization in the develop- 
ing economies are predicated upon petro- 
leum as the source of energy. Its price 
elasticity of demand could be expected to 
be low. 

But here enters the anomaly. A life- 
blood of industrial economies, with low 
price elasticity of demand, one which 
could be expected to be a supplier’s mar- 
ket, has a fairly constant price (in real 
terms, that is) and forms a tiny part of 
the GDPs of nations. Crude petroleum is 
the most widely-traded substance con- 
stituting from a sixth to a fourth of world 
trade (depending upon the vagaries of 
price movements of the commodity), but 
oil imports constitute a very small pro- 
portion of the GDP of nations—as low as 
296, as in the case of many industrialized 
nations, and even in case of India, just 
about 346. 

The question that arises now is 
about its price—isn't it too low? 

The objective conditions of petroleum 
consumption are now substantially dif- 
ferent from those 25 years ago. National 
economies are, in a sense, less depen- 
dent on oil than before. Petroleum con- 
servation and substitution measures 
have caught on and have been seen to 
yield results. For example, share of pe- 
troleum in utilities have now dropped 
considerably: Electricity generated by 
petroleum, which was 17% in 1973, 
dropped to 346 in 2003. Shares of homes 
heated with oil fell from 32 to 17%. Miles 
Per Gallon (MPG) ratings of cars and 
other transportation vehicles have 
climbed up somewhere from 50 to 100%. 
This trend was observed even in the effi- 
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ciency of consumer durables. The US per 
capita consumption of petroleum in 
1986 was 10% less than what it was five 
years earlier. Petroleum prices crashed 
consequently. 

In reaction to oil prices, cold economic 
logic is now seeping through. It is being 
increasingly appreciated that adjusted 
for inflation, oil is not even as expensive 
as it had been at certain times in the 
past. Not many realize that despite the 
recent spurt, today’s prices have still not 
reached their historical peak (in 1981), if 
adjusted for inflation. The price of oil 
would have to average around US$80 
per barrel to be equivalent to the nearly 
US$40 per barrel (nominal) reached 
then. 

It may not even be that high oil prices 
lead tc recessions in industrial econo- 
mies. The 1981 experience is cited as evi- 
dence. Big spurt in oil prices led to reces- 
sion then. But, while some economists 
have contended that oil price shocks 
caused economic recessions, according to 
some others it was not the oil price 
shocks. but the monetary policy counter- 
measures in the wake of the oil shocks, 
that were responsible for the ensuing re- 
cessicns. 


Future 

That energy is the bedrock of economic 
growth is almost a truism. Though alter- 
native sources of energy are being devel- 
oped, petroleum is likely to remain the 
primary one for quite some time to come. 
Petroleum demand and supply sce- 
narios point towards hardening of oil 
prices. Though the per capita petroleum 
consumption is falling (in industrialized 
countries, at least), the absolute quanti- 
ties are increasing. China has developed 
an ever-growing need for oil. So have 
many other populous, newly and rapidly 
industrializing nations like, India, Indo- 
nesia and Brazil. 

On the supply side, a preponderant 
proportion of the world’s petroleum sup- 
ply is now coming from relatively a few 
large and mature wells. Too many wells 
are past their prime life, and too many 
wells are being fast depleted. It is an eco- 
nomic fact that once about half of the ca- 
pacity of the well is drawn the cost of fur- 
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ther extraction begins to climb. Cost of 
maintaining the wells, cost of extraction, 
quality of the output, cost of refining, all 
mount. 

New discoveries have tapered off to 
virtually nothing now and even those few 
discoveries are difficult to explore and 
extract from. 

Petroleum reserves are themselves a 
matter of some speculation and worry. 
And the speculative premium (or fear 
premium, if you will) cannot but be sig- 
nificant with increasing concern about 
depletion of oil reserves. Though many 
estimates of petroleum reserves have 
been put forth, one is not sure what the 
true situation is. And the oil market can 
be expected to be fairly jittery on that 
account. 

So, petroleum prices only bid fair to 
mount—to 100 perhaps, or to beyond 
100, possibly. 

However, one heartening thing is 
that the world can get along, without too 
much discomfort, with those prices, for 
reasons cited earlier. That is why, even 
prognostications of 100 cause little 
alarm now. 


Reasonable price 

How high could petroleum prices go, be- 
fore a serious countervailing reaction 
sets in? Pricing commodities is a tricky 
matter; oil particularly so. It is a vital 
resource and is needed by all; it is a de- 
pleting resource; it needs considerable 
processing to be made useful, and it oc- 
curs in concentrated regions of the world. 
It is for good reasons that it is indeed a 
“politico-economic” commodity. 

Oil prices will go up; it is inevitable. 
The prices are clearly below real price, as 
testified by the meager impact of even 
the current “high” price. But then how 
high is the equilibrium price or reason- 
able price. Innumerable factors such as 
economic, technological, logistical and 
even political, will have to be factored 
into a model, to arrive at that price. 

It is not in the interests of oil pro- 
ducing nations to have too high a price 
of oil. That would spur substitution 
and search for alternative fuel; some- 
thing that many oil producing nations 
would not desire. Lessons of 1986 could 


not have been lost on them, when oil 
prices fell dramatically to less than 
US$10 per barrel, thanks, at least to 
some extent, to the success of oil con- 
servation and substitution measures 
in the West. Hence, all talk, now and 
again, of augmenting production, and 
the like, all for holding the price down. 
But the basic problems remain the 
same. And demand pressures, in par- 
ticular, are going to be quite strong 
more so looking at the demand from 
China and India. China in particular is 
the main driver of oil demand growth in 
the future: Over 4046 of the increase in 
demand in 2004 came from China, only 
1696 from the US, the current highest 
consumer of oil. China is in the throes 
of breakneck, energy-intensive indus- 
trialization projects. Automobile own- 
ership is set to increase by leaps and 
bounds. And all these spell a contin- 
ued, high and increased, demand for 
petroleum. Similar arguments hold 
good for India too, though to a lesser 
degree. 


Last word 
Doubtless oil prices must and will go up 
in the coming years. The prices now, in 
contemporary times, are clearly below 
par, as testified to by the meager impact 
of even the current ^high" price. But then 
how much higher is the equilibrium price 
or reasonable price. At what level would 
it meet serious “price resistance”? 
Innumerable factors, economic, tech- 
nological, logistical, and even political, 
will influence that. That is a matter for 
future study. But let this be said in full 
earnestness. It is not honest or fair (from 
an economic perspective) to argue, as 
many economists are doing, that petro- 
leum is crucial to national economies, its 
*high" prices ^hurt" national economies 
and, hence, it needs to be kept down to a 
*tolerable" level. Oil is like other goods 
and commodities, and it must be 
granted its legitimate, regular price rise. 
Just because petroleum is more crucial 
to national economies than any other 
commodity, it cannot be denied that 
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Ballooning US Deficit 


Leading to Global Imbalance? 
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America's worsening current account deficit is worrying global financial 


markets. 





he US current account 

deficit reached record levels 
causing renewed fear of flight 

from the dollar with wrenching conse- 
quences for the US economic prosper- 
ity. In economic parlance, there is 
nothing wrong with a country running 
a current account deficit as the global 
economy integrates more closely to- 
day than ever. According to the Bu- 
reau of Economic Analysis (BEA), an 
agency of the US Department of Com- 
merce, the current account deficit (i.e., 
measure of the US balance of trade in 
goods, services, and payments to the 
rest of the world) as on March 2006 
has reached an all-time high of $900 
bn. Economists say from a global per- 
spective, this is indeed very large even 
for an economy of the size of the US. It 
corresponds to around 80% of the total 
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current account surpluses in the rest 
of the world. By the end of 2005, its 
current account deficit reached a level 
that was roughly matched by the com- 
bined current account surpluses of Ja- 
pan, China, other Asian economies 
and the oil producing nations. 

During the 1980s, the US was a 
net creditor to the tune of $360 bn to- 
wards the rest of the world, whereas 
at the end of 2004, it owed foreigners 
$2.5 tn. Since then the US economy is 
witnessing a steady string of current 
account deficit and the world now 
holds an extraordinary amount of fi- 
nancial claims against the US. The 
US was in a slump and investment 
was low in 1990; the economy later re- 
covered from 1991 onwards with the 
dotcom investment boom. However, 
the investment boom coincided with a 


prolonged investment slump in Japan 
along with the Asian financial crisis 
in 1997. These crises almost crushed 
the global investors and limited their 
option in the global market. The only 
hope for their endurance was invest- 
ing in the US, a fast-paced and glitter- 
ing economy by then. The investors 
and the countries all over the globe 
have begun pooling their investments 
into the US market. 

Mesmerized with the glittering 
American economy, the world has 
even started encouraging the US' un- 
quenchable thirst for demand by giv- 
ing away hefty credits. As excess of 
anything is harmful, inevitable capi- 
tal flows into the country have aired 
the Americans' extra desires. With 
this, the US started spending more 
than what it earned that further 
dragged them down into negative sav- 
ing. This public dissaving forced the 
US to borrow for its imports. In the 
year 2004, it nearly spent $4.5 tn 
more than what it earned for no cost. 
This is well supported by the reports 
of BEA, which indicate that the US 
had nearly $370 bn of net foreign as- 
sets last year (the difference between 
foreign assets owned abroad and the 
local assets owned by the foreigners.) 
Overall, the growing trend of large 
public dissaving has brought with it a 
series of growing fiscal deficits due to 
lower tax rates and increasing govern- 
ment spending, especially on the Iraq 
war. 
The US borrowed heavily from Eu- 
rope to build railroads and other in- 
dustrial infrastructure in the 19^ cen- 
tury, which helped it to turn into a 
stronger player in today's world 
economy. However, its overseas bor- 
rowing isn't financing an investment 
boom. Instead, it is using borrowed 


KS 


Ballooning US Deficit 





money to build houses, buy consumer 
goods and, of course, finance the fed- 
eral budget deficit. For instance, in 
2005, spending on home construction 
as a percentage of GDP reached its 
highest level in more than 50 years. 
Leading Economist, Paul Krugman 
opines, “People who already own 
houses are treating them like ATMs, 
converting home equity into spending 
money. 

Last year, the personal savings 
rate fell below zero for the first time 
since 1933.” He further says, “And it’s 
a sign of our degraded fiscal state that 
the Bush administration actually 
boasted about a 2005 budget deficit of 
more than $300 bn, because it was a 
bit lower than the 2004 deficit. It all 
sounds unsustainable. And it is!” 
Overall, the evidence suggests that a 
number of issues underline the con- 
siderable deterioration in the US cur- 
rent account deficit, including the sub- 
stantial rise in oil prices, a long-term 
decline in household savings and a 
sizable fiscal expansion in recent 
years. 


The US current account deficit has 
cracked 7% of the GDP by March 2006. 
With the ever rising consumer demand 
this trend is undeniably going to in- 
crease in the days to come. Due to this, 
a greater portion of the US income is 
needed to be paid as interest to foreign 
holders who held majority of the US 
government securities. An early check 
is what many economists suggest to 
save its future generation from higher 
interest and dividend payment to- 
wards the assets owned by the foreign 
buyers. 

Going by these developments, ana- 
lysts fear that if the trend continues, a 
correction is surely in the offing. As the 
US buys every fifth item that the world 
produces, it would definitely weaken 
the global economy. Foreign investors 
are susceptable to the US’ repaying 
ability in the wake of its higher infla- 
tion rate, loose fiscal policy and fading 
dollar value in the global market. 
These developments are likely to drive 


INTERVIEW 


The large current-account deficits and high inflation are 
signs of the risks facing the US economy. 


~ Matthew Sherwood, Senior Editor, Global Forecasting, Economist Intelligence Unit, London 


With its current account deficit and inflation rate at an all-time 
high, is the US economy in doldrums? 

No, the US economy is proving to be quite vibrant, 
despite high oil prices and two years of monetary 
tightening. However, the large current account defi- 
cits and high inflation are signs of the risks facing the 
US economy. The Economist Intelligence Unit (EIU) 
expects the US economic growth to slowdown from its 
current torrid pace, but do not forecast a recession. 


At some point of time, foreigners would tire of giving debts to the US; this would surely affect the 
US demand which the world economy was so dependent upon. Please comment on this. 
This is the risk posed by the large current account deficit. At the margins, foreigners 
lessening their exposure to the US will have an impact on the US dollar. As it now 
stands, this should have only a moderate effect on economic growth. The implica- 
tions for the world economy should not be major, especially as other parts of the 
world—notably the Euro Zone and Japan—enjoy recoveries. But if a run on the 
dollar becomes a rout, the Federal Reserve (central bank) would be forced to raise 
interest rates much more than currently anticipated. This certainly could choke off 
growth in the US economy. If the dollar remained especially weak, this would also 
work against the export-led recovery in the Euro Zone and hurt Japan, which is 
experiencing growth that is a bit more balanced. 


Analysts say that the colossal current account deficit of the US has adverse impact on the global 
economy. What are your views on this and its pros and cons in the world economy? 

As in Question 2, it depends on how this all plays out. A gradual correction in 
the US dollar should not have too much of an adverse impact on the world 
economy. A sharp fall in the dollar would not only affect the US—which is along 
with China, one of the engines of growth in the world—but undermine countries 
that rely heavily on exports to the US. 


Would Japan’s change of habits from saving to Spending in any way help the world economy 
to come out of this uncertainty? 

More spending by Japanese consumers will help to somewhat offset the slow- 
down in the US, but we must remember that the Bank of J apan (BoJ) has ended 
its policy of quantitative easing, which has been an important source of liquidity 
in the world economy for five years. This, combined with further tightening in the 
US and the Euro Zone, is ending the era of easy money, which has helped fuel 
strong growth worldwide. 


What definite roles could China and India play with their consumer boom in shaping up this 
balancing act? 

China and India already account for a good portion of growth in the world 
economy, and this will remain true even with recoveries in Europe and Japan. 
China and India are unlikely to grow any faster than they already have, limiting 
their ability to fully counteract a downturn in the US. But if Asian exporters, in 
particular, concentrate their efforts on these markets, it could help to limit the 
sting of any US slowdown. 
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the global economy into a state of 
imbalance. 

A new era of rebalancing the global 
economy is on the cards. These develop- 
ments might make other countries less 
dependent on the American consumer 
for their growth. But a few issues are 
still worth considering. Despite its 
massive current account deficit, the 
US’ external position during the past 
three years has been surprisingly 
stable. What made countries all over 
the world lend to the US such enor- 
mous amounts of money though it had 
reached alarming debt levels? Are 
there any economies to act as a new en- 
gine for global economy? 


Globa! imbalance on the cards? 
Amidst these developments, external 
imbalances and financial globalization 
have been at the top ofthe international 
policy agenda. Maverick banker and 
former US Federal Reserve Chairman, 
Alan Greenspan, and his successor Ben 
Bernanke have argued that the rapid 
integration of the international finan- 
cial system during the past decade has 
played an important role in enabling 
these imbalances to persist and be eas- 
ily financed. 

Besides emerging market econo- 
mies, traditional recipients of foreign 
capital have become a major source of 
net foreign capital outflows and, most 
notably, have been collectively impor- 
tant in financing the large and growing 
US current account deficit. Economists 
question whether an end of US domi- 
nance in the global economy is on the 
cards as the US is already paying high 
interest rates for its hefty deficit, which 
burns out its miniscule households sav- 
ing. This would definitely shrink the de- 
pendency of foreign businesses on 
American consumers. Now they are 
looking towards profit building custom- 
ers from Japan, EU and China as they 
are all ready to plunge in headlong and 
lead the global economy. 


New engines in the making 

For the first time, after many years Ja- 
pan, China and Europe together have 
started spending to fuel the global de- 
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mand. After more than a decade of eco- 
nomic slump Japan is now on the right 
track, and its economic growth is 
driven by its domestic demand rather 
than exports and government spend- 
ing. Thus, Japanese growth is defi- 
nitely a boon for the rest of the world. 
The only cause for worry is the end of 
quantitative easing policy by Bank of 


- Japan on March 9, 2006, for it has been 


an important source of liquidity in the 
world economy. 

The picture of EU is a bit blurred 
where France and Spain are well-sup- 
portive with their household spend- 
ing, while German consumers are bit 
hazy. Though being a major force of 
the global economy, Germany’s worry- 
ing factors are its aging population 
and the relocation of many of its 
manufacturers in Eastern and Cen- 
tral Europe. If the consumers of all 
these countries continue their spend- 
ing spree over the next few years, it 
would definitely pull down the US cur- 
rent account deficit, and thereafter 
the surplus would further contribute 
to global demand. 

On the other hand, China has been 
growing leaps and bounds due to its 
manufacturing and labor strength. Its 
investment further adds to its con- 
sumption growth too. The Chinese gov- 
ernment is spending massively; rang- 
ing from high-tech gadgets, expanding 
highways to building stadiums and 
buying sports equipments for the up- 
coming Olympics in 2008. China has 
attracted world attention due to its 
tremendous growth, but many econo- 
mists foresee tough times ahead. For 
instance, China has to grow seven 
times from what it is today to catch up 
with its counterparts of the EU to 
make the same dollar contribution for 
the global demand growth. The key 
would be to encourage more private 


sector entrepreneurship and 
strengthen its tertiary education for 
constant growth. 


India too is contributing on its own 
scale in rebalancing the global 
economy. Already, it is experiencing a 
consumer boom further driven by low 
interest rates, a skyrocketing stock 





th 


A new era of 

rebalancing the global 
economy is on the cards. 
These developments 
might make other 
countries less 

dependent on the 
American consumer 

for their growth. 99 





market and growing number of young 
employees in the IT sector, who are the 
most vibrant contributors to the global 
economy. The success of all these pro- 
jected activities would be cited as vital 
for global economic balances. 


Conclusion 

Going by the alarming and ever in- 
creasing current account deficit, econo- 
mists predict that “America’s borrow- 
ing binge will end with a bang, not a 
whimper and spending will suddenly 
drop off as both the bond market and 
the housing market experience rude 
awakenings. If that happens, the eco- 
nomic consequences will be ugly.” Their 
answer to the question “Why haven't 
the US paid a price for its trade defi- 
cit?” is, “Just you wait!” 

Still, there is a long way to go and of 
course the US economy will remain the 
engine of global economic growth de- 
spite its alarming current account defi- 
cit. The recent Business Week cover title 
seems to say that the US economy is 
“much stronger than you think.” The 
global rebalance procession seems to 
be vibrant this time and even if the US 
economy doesn’t slowdown, stronger 
growth from rest of the world is wel- 
come news to everyone. Further, in the 
long run these emerging economies 
could play a bigger role in setting right 
the world's future imbalances. «^ 


N Janardhan Rao 
and L Venu 
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Budding to Boominc 





Countries of the so-called "Third World" are ready to lead the global 


economy. 





"or some years now, the global 
economy has been performing re- 
markably well. Its annual GDP 

growth rate has been hovering around 5% 
for almost a decade now. A large share of 
this rapid growth can be attributed to 
emerging economies which are outper- 
forming the rich countries in terms of eco- 
nomic growth. Driven by strong macroeco- 
nomic factors and sound monetary pol- 
cies, the emerging economies are poised 








(IMF), in its annual report on World Eco- 
nomic Outlook, has predicted yet another 
buoyant year for the emerging economies, 
that too, amidst rising oil prices and irk- 
ing global imbalances that have slowed 
down the developed countries like the US. 
According to the IMF report, global 
economy is likely to register 4.9% growth 
this year, (that is slightly lower than the 
growth rate of 5.396 in 2004). Strong 
growth is expected 1 in the emerging econo- 
he dysfunctional sub- 
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percentage points for the next year to 
6.9% and 6.6%, respectively. Comment- 
ing on the reasons behind the rise of 
emerging economies, Jodie Thorpe, Se- 
nior Advisor at SustainAbility, a re- 
search firm, says, “As a whole, factors 
such as macroeconomic stability, educa- 
tional attainment, and globalization 
have contributed to the high growth 
rates of the leading emerging econo- 

es.” He further adds, “However, the 
gains have not been uniform, with some 
countries or regions within countries be- 
ing left behind.” 


Although the outlook is bright for emerg- 
ing economies, pessimistic outlook is not 
entirely rooted out. Most of the growth in 
emerging economies has been fueled by 
factors that are unlikely to sustain in the 
long-run. For example, the demand in 
China and the US that propelled the 
commodity prices worldwide and led to 
the recovery of countries like Brazil and 
Russia cannot continue forever. A slump 
in global demand will have an adverse 
impact on the global economy, more par- 
ticularly the emerging economies. The 
imbalances in savings and consumption 
are also threatening to shake the global 
economy in future. America’s trade defi- 
cit, that hit $800 bn in 2005, is a big 
cause of concern, not just for Americans 
but for the entire global economy. A 
sharp correction may take place in the 
not-so-distant future. Most likely, the 
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Then there is the perennial risk of rising 
oil prices. While most of the emerging 
economies have been resilient to rising 
oil prices so far, it is not certain how long 
will they be able to hold on to it. 
Thankfully for emerging economies, 
one risk might offset another. A slow- 
down in demand in the US and China 
may make the oil prices come down. A 
country may see its exports to these 
countries falter, but they will pay less for 
oil. Weaker demand in America would 
also mean lower interest rates. More im- 
portantly, the macroeconomic indicators 
suggest that the emerging economies are 
better placed than in the past to with- 
stand any adverse global shocks. Econo- 
mies of developing countries are charac- 
terized by low inflation and interest 
rates, sound monetary and fiscal poli- 
cies, huge forex reserves, current account 





foreign investors. 

However, the happy times may not 
last long if necessary steps are not taken 
to control oil prices and global imbal- 
ances. IMF has highlighted this in its re- 
port. Emerging economies will feel the 
heat if the oil prices continue to rise and 
the global imbalances continue to widen. 
Added to this, few weaknesses, specific 
to each county, can play their part on the 
country's economic growth. Jodie Thorpe 
says, "While I believe that the leading 
emerging economies are likely to con- 
tinue on their growth trajectory in the 
short-term, it is by no means guaranteed 
in the longer-term. In China, for ex- 
ample, several risks threaten to disrupt 
this trajectory. They include more tradi- 
tional economic factors, such as the risk 
of a banking crisis. However, they also 
include social and environmental risks, 
such as significant internal conflict aris- 
ing from the two-tier development pro- 
cess or natural resource constraints re- 
lated to energy, water and water pollu- 
tion or desertification. Institutional 
weaknesses, such as corruption, also 
threaten to undermine growth across 
most of the emerging economies." Such 
internal limitations have always re- 
strained countries from achieving their 
planned growth rate. 

Meanwhile, the development in 
emerging economies has started to upset 
the rich world. They fear that the success 
of the newcomers will be at their own ex- 
pense. But economists are of the view 
that the rise of emerging economies has 
more to offer than to seize fr 


loss. While jobs and output may be 
shifted to these countries, exports will 
help them to get rich so that they can 
spend on imports, which will be largely 
from developed countries. Hence, faster 
growth in developing countries will 
translate into greater output from rich 
countries. The emerging economies' rise 
when the developed nations are likely 
slowing down due to aging population 
also offers a good balance for the global 
economy in general. 

For all this said, the reality is that 
the world is returning to the era of emerg- 
ing economies. More than a century ago, 
power shifted from the emerging econo- 
mies to the United States. Once again 
the power shift looks imminent and 
emerging economies are poised to return 
to the position they once held for long. 
Their growing clout is an assurance of 
this. China is about to double its per 
capita income in just a little over a de- 
cade while America and Britain took five 
decades to do the same. However, not all 
the emerging economies will be winners. 
Some are in better shape than others. 
Latin America, for example, runs a huge 
foreign debt, despite its current account 
surplus. Emerging European countries 
too are haunted by such limitations. 
Hungary, Czech Republic and Turkey, all 
have huge current account deficits. In any 
case, problems are certain to exist in 
emerging economies. But if they move 
forward with sound monetary policies, 
fine flowers may blossom from promis- 
ing buds. 
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Higher Education 


Challenges under New Economy 





The quest for knowledge workers in a globalized economy compels India to 
hone its infrastructure for higher education. 











oday, there is hardly any discus- 
sion under economics that is “glo- 
balization-free". Its all pervasive- 
ness is mostly attributed to multilateral 
trade liberalization; success of the eco- 
nomic reforms in developing countries, 
particularly China and India; techno- 
logical advancement and convergence in 
communication and computation tech- 
nologies, and the resulting blurred de- 
marcation between what can and cannot 
be traded in the international trade. 
The net result of these developments is 
the emergence of new macroeconomic 
interdependencies that transcend sov- 
ereign boundaries. 

With the advent of globalization we 
have been witnessing many 'seismic 
changes' in the world. One of them is the 
intense international competition that 


many businesses are facing today. This 
led to companies outsourcing and off- 
shoring of manufacturing activities and 
services to countries that are endowed 
with low-cost labor. McKinsey Global In- 
stitute is of the opinion that 18.3 million 
jobs in services could have been shifted 
to low-cost countries. It also predicts 
that by 2008, 160 million jobs in services 
are likely to be performed away from the 
customer. 

India emerged as one of the prime 
beneficiaries of these global develop- 
ments. During 2000-04, the offshore IT 
and BPO industries contributed 9095 of 
the absolute growth in foreign exchange 
inflows under service industries, said 
CMIE. According to Nasscom-McKinsey 
Study 2005, if we maintain the current 
global leadership level in IT and BPO 


industries, our offshoring industries 
could, by 2010, well become one of the 
worlds great export industries at par 
with France's luxury goods industry or 
Japan's automotive sector. But to main- 
tain the growth momentum, the report 
says that "India will need a 2.3 million 
strong IT and BPO workforce by 2010." 
The report, on the downside, warns that 
India will encounter a potential shortage 
of skilled workers in the next decade or 
so. According to the report, only 25% of 
technical graduates and 10% to 15% of 
general college graduates were suitable 
for employment in the offshore IT and 
BPO industries respectively. To stay in 
the lead, the report states that India 
needs to improve the quality and skills of 
its workforce. It recommends establish- 
ment of focused-education zones to im- 
prove quality of higher education; de- 
regulate higher education and shift to a 
largely demand-based funding system 
for colleges and universities. 


Higher Education: Current status 

Higher education system in the country 
had a very impressive growth since inde- 
pendence: the number of university level 
institutions has increased from 18 in 
1947 to 307 by the end of 2004. The stu- 
dent enrolment has also grown impres- 
sively from 2,28,804 in 1947 to 
94,63,821 in 2002-03. Despite such an 
impressive growth that is rated to be the 
second largest after the US, it hardly cov- 
ers 7 percent of the population which is 
lower than even that of developing coun- 
tries such as Indonesia (11 percent), Bra- 
zil (12 percent), and Thailand (19 per- 
cent). The discipline-wise enrolment of 
students at the college and university 
level too, is a matter of concern: enrol- 
ments into science stream stood at 19.7 
as against 42.7 percent into arts and 
20.7 percent into commerce including 
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management(UGC Annual Report 
2000-01). 

According to Ramamurti committee 
report (1990), there are serious com- 
plaints at all levels about the lack of re- 
sponsiveness in the higher education 
system: “Academic activities are at a 
low ebb and the academic calendar itself 
gets seriously disrupted almost every 
year. The system of higher education con- 
tinues to encourage memorization of 
facts and regurgitation rather than 
creativity...We cannot ignore the fact 
that we do not have many colleges today 
which can pride themselves in imparting 
under graduate education of the higher 
quality, comparable to some of the well 
known institutions in the world.” The 
findings of the report, though old are as 
valid today as they were when reported. 

Over and above this, the government, 
in its anxiety to curtail fiscal deficit had 
drastically reduced financial outlay per 
student from Rs.7676/- at 93-94 price 
levels to Rs.5873/- in 2001-02 (budget 
estimates). That aside, we are continu- 
ing with the system of affiliation that 
was started in 1857. Indeed, today it has 
become more complex because of affili- 
ating infinite number of colleges to a 
single university. With the result, the al- 
reacy depleted financial resources are 
expended on administration than for cre- 
ating academic resources. According to 
Andre Beteille, ^Our universities are 
simply functioning as a degree giving in- 
stitution concentrating cn conducting ex- 
aminations rather than becoming a sys- 
tem that transmits, generates and inter- 
prets knowledge." 


Private participation 

Against this backdrop. there is an urgent 
neec for encouraging private participa- 
tion in higher education — for reasons ga- 
lore. One, creation of better infrastruc- 
ture for quality higher education is a 
must for sustaining our current levels of 
economic growth. Two, World Bank in its 
report of 1994 observed that institutes of 
higher learning benefit state and society 
in several ways: equip individuals with 
advanced knowledge and skills to dis- 
charge responsibility in government, 
business and profession; produce new 
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knowledge through research and serve as 
conduit for the transfer, adaptation and 
dissemination of knowledge generated 
elsewhere. But, the government is no 
longer in the mood of investing in higher 
education, for the ministry of finance 
opines that higher education benefits in- 
dividuals more than the society and, 
hence, higher education is a ‘non-merit’ 
warranting no subsidies from the gov- 
ernment. This is further corroborated by 
the Birla Ambani report submitted to 
the prime minister suggesting that gov- 
ernment subsidies to higher education 
should be minimal and the funds thus 
saved should be invested in expanding 
facilities at the primary and secondary 
stages of education. Three, according to 
the census of 2001, the overall literacy 
rate in the country has gone up by 10 per- 
cent during the last 10 years. It is there- 
fore possible that around 8 to 10 percent 
of this freshly educated lot would seek 
admission at college level in the next 8 to 
10 years. As against the current capacity 
of 8 million college seats created in the 
last 150 years, we would be required to 
create an additional capacity of 8 to 10 
million college seats in the coming 8 to 
10 years. Obviously, this is a gigantic 
task that cannot be addressed by the 
government alone, nor can it ignore the 
surging demand for it. 

In the light of these facts, invest- 
ments from private bodies must freely 
flow into higher education. The autono- 
mous setup of universities in the US 
that are surviving on private income 
may be used as the model to channellize 
private capital into higher education. 
There is another strong argument in fa- 
vor of private participation: user pay- 
ments improve quality of education. 
When students pay directly, they tend 
to become actively involved in ensuring 
that they receive benefits in return. Sec- 
ondly, the monitoring by parents that 
accompanies user payments can further 
improve both the quality and cost effec- 
tiveness of education. 

Intriguingly, the ongoing agitation of 
students against the government's affir- 
mative proposals reveals a dichotomy: 
the agitation is more intense and promi- 
nent from medical colleges than from 


disciplines such as engineering and 
other sciences. Is it because of the large 
capacities in terms of seats for admis- 
sion into engineering studies that the 
private bodies have created in the recent 
past which made quotas irrelevant for 
the engineering students? If true, which 
seems quite plausible, this is another 
strong reason why, the government 
should encourage private participation 
in higher education through proper regu- 
lations. 


Quality assurance 
Certain sections of academia however, 
harbor an apprehension that private 
universities in their anxiety to maximize 
returns on investment may give a go by 
to quality. This line of argument sounds 
hollow since no institute can survive for 
long on poor quality products and educa- 
tion is no exception to this universal 
truth. Examples in support of this argu- 
ment are galore: Gokhale Institute of 
Politics and Economics, Pune; Manipal 
Academy of Education, ICFAI Univer- 
sity etc., are known for maintaining 
standards in their chosen fields of educa- 
tion. For that matter no one can afford to 
ignore the contribution of private insti- 
tutes such as NIIT, APTECH, and vari- 
ous other private computer training in- 
stitutes that have made India what it is 
today in the field of IT. It is only by serv- 
ing their intended cause through quality 
programmes they could survive thus far. 
Even otherwise, the state can and 
should always ensure that the private 
universities once established, comply 
with the basic quality standards pre- 
scribed by it from time to time. All that 
is required to ensure quality across the 
board is to have a national level oversee- 
ing body that is teethed with powers to 
grant permission to establish a univer- 
sity and to derecognize an already estab- 
lished university if it fails to maintain 
the prescribed standards. Incidentally, 
the current plight of university system in 
the country is primarily attributed to 
two facts: One, the removal of the origi- 
nally contemplated provision in the 
UGC Act that made prior approval of 
UGC for establishing a university man- 
datory; and, two, lack of authority for 
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UGC to derecognize any degree awarded 
by a university in want of quality. 

So, what is essential to ensure qual- 
ity in education either by private or state 
universities is the functioning of such a 
central authority where decisions are 
taken transparently, but not arbitrarily. 
To ensure such transparent governance 
the authority should prescribe its pa- 
rameters for granting permission to es- 
tablish a university and on which its per- 
formance is monitored. There is also a 
. case to re-examine the role of profes- 

sional counsels such as MCI, AICTE, 
etc., that have evolved their own rules for 
imparting higher education which are at 
times found functioning at crossroads 
with UGC. This has only created dis- 
putes resulting in innumerable court 
cases. Its time we had one central body 
overseeing the functioning of universities 
— both in public and private manage- 
ment - to ensure excellence in education. 


Academic freedom 

Globalization is changing the structure 
of higher education radically by moving 
the services across the boundaries, in- 
stead of the movement of people across 
the borders as witnessed earlier. Such 
migration of education from its location 
to new locations in search of clients is 
necessitating institutions of higher edu- 
cation in India to reorganize themselves 
to withstand the competition from the 
developed countries. Secondly, there is a 
neec to appreciate the shift in demand 
for applied education particularly under 
IT, Bio-informatics, Nanotechnology, 
etc., in our country, and grant academic 
freedom to the universities to design new 
courses, structure their own curriculum 
and offer market-driven programs. If our 
youth has to acquire and enjoy a unique 
competitive advantage in the global 
market, we should not cripple the univer- 
sities with archaic bureaucratic proce- 
dures. Instead, they should be encour- 
aged to produce ‘employable’ graduates 
through innovative curriculum and 
teaching methods. 

The McKinsey report on “The Emerg- 
ing Global Labour Market" states that 
*although the potential supply of talent 
is large and growing rapidly, only a frac- 
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tion of them could be potential candi- 
dates for jobs in multinationals" and 
some of the important reasons cited are: 
*lack of necessary language skills, and 
the low quality of significant portions of 
the educatioral systems and its limited 
ability to impart practical skills." It even 
comments, “In India the overall quality 
of the educational system, apart from 
the top universities, could improve sig- 
nificantly." That aside, as the private 
universities, which are to survive purely 
on fee income have to necessarily re- 
equip themselves with newer programs 
from time to time, real academic au- 
tonomy becomes an essential prerequi- 
site. Market is a good regulator, at least, 
of such private bodies which have to 
prove their merit constantly for ensuring 
continuous fee income. Hence, they 
should not be burdened with any regula- 
tion that stifles their academic freedom 
and competency to deliver market-de- 
manded skills. 


Collaboration between private and 
public universities 

In the larger interest of nurturing compe- 
tency in the country as a whole there is a 
need to foster collaboration between 
public and private universities. By virtue 
of their existence since long, universities 
under government setup are the abodes 
of well-built research capabilities, a 
huge body of knowledge and excellent 
academic resources in various disci- 
plines, which need to be shared with the 
private universities. Similarly, the pri- 
vate universities that are likely to estab- 
lish state-of-the-art laboratories in 
emerging disciplines such as Biotechnol- 
ogy, Nanotechnology, etc., must share 
their facilities with public universities. 
Such collaboration between these two 
establishments enables the nation to 
enjoy the best of both for building unique 
competitive advantage for the 
prospective students emerging from 
their portals. 

Some of the well-known universities 
under government setup have excellent 
laboratory and library facilities while, 
the private universities may not be able 
to create such facilities for carrying out 
fundamental research ab initio. At the 


same time, private universities may not 
hesitate to incur heavy cost on hiring 
highly qualified professionals as faculty. 
In such a situation, it is in the pursuit of 
national interest, public universities can 
as well think of sharing their laboratory 
and library facilities with the existing/ 
prospective private universities, possi- 
bly at a nominal fee. Similarly, the pri- 
vate universities need to make their fac- 
ulty available to public universities. It is 
only such collaborative competition be- 
tween these two segments of higher edu- 
cation that can really lead the country 
forward by delivering such an education, 
which differentiates its students from 
the rest in the global market. 


Institutional support for funding 
pursuit of higher education 

It is obvious that private universities, 
unlike public universities, would be re- 
covering their cost by charging fees 
from students proportionate to their 
expenses. Such a fee structure may not 
always be within the reach of the com- 
mon man. A need, thus, arises to fund 
such candidates. It is to be noted here 
that if Harvard or Stanford or MIT are 
being fed by a continuous stream of 
students and they are able to maintain 
such reputation for excellence in educa- 
tion, it is only because there is an insti- 
tutionalized support available to the 
students to borrow money, pursue 
studies and pay it back from their fu- 
ture earnings with no hassles at- 
tached. Although, the Indian banking 
system grants loans for higher educa- 
tion, it is not as formalized, institu- 
tionalized and simplified as in the US. 
There is, thus, a need to urgently 
streamline and make loaning system 
student-friendly. Such formalization of 
loaning system, obviously, provides 
private universities their due share of 
student enrolment and encourages 
them to make their institutes stronger 
and academically competitive. More 
than anything else, it sustains the 
growth rate making available a large 
pool of highly skilled workforce to the 


nation. «^ — GRK Murty 
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Redefining TV Viewing 





Internet Protocol Television (IPTV) looks all set to enter India if telecom 
service providers have their way. 





levision viewers in India will no 
longer have to be disappointed 
for missing their favorite pro- 
gram on TV as they can now watch their 
favorite sitcoms and movies at their own 
preferred time and convenience rather 
than worrying about the scheduled time 
of a particular program’s telecast. All 
this could be possible courtesy Internet 
Protocol Television (IPTV)—a revolu- 
tionary technology where digital televi- 
sion service is delivered to the subscrib- 
ers using the Internet Protocol over a 
broadband connection. It covers both live 
telecast as well as stored video (Video on 
Demand). Sensing its potential in India, 
the local Telcos are gearing up to offer 
IPTV. 
Earlier, the implementation of this 
technology was impossible with slow 


dial-up network and limited bandwidth. 
However, with the advent of faster 
broadband, it is now possible to trans- 
mit high quality content through broad- 
band network. Already, big players like 
MTNL, BSNL, have franchised with the 
Israel-based Optibase, a digital head- 
end video solutions provider, and have 
begun such services on a trial basis. Con- 
versely, global players like Microsoft, 
Alcatel and Ericsson are in talks with 
operators to offer IPTV. According to 
Dick Anderson, General Manager, IBM 
Digital Media, “IPTV operates more like 
a 24-hour grocery store. Consumers can 
pick and choose TV shows as easily as 
they can pick a can of soup from among 
the 50 choices on a store’s shelf. And like 
a grocery, the customer does not have to 
grab shows in any particular order; 


rather, they are free to roam any aisle, 
sampling what they like, at their discre- 
tion.” 

Already, IPTV is a big hit in the 
Western world, including the US and 
Europe; in Asia too countries like South 
Korea have successfully been using 
IPTV. Further, big broadcasters like 
BBC have announced to offer their pro- 
gram over Internet for downloading. And 
given the optimistic forecasts by experts, 
the future of IPTV looks bright in India 
too, which enjoys a huge consumer base 
and a growing middle-class, with the 
fast changing lifestyle of its people where 
they have little or no time to stick to TV 
program schedules. Among many such 
reports portraying a bright picture of 
IPTV's future in India, one is by the Hong 
Kong-based Media Partners Asia 
(MPA). The report predicts India to 
emerge as Asia's leading revenue gener- 
ating pay-TV market by 2015; largest 
DTH market by 2008; and leading mar- 
ket for C&S broadcasters by 2010. 


How it works 

IPTV is based on a technology where 
television content is transmitted 
through Internet protocol offering the 
customer an interactive system. The con- 
tent is broadcast through a broadband 
network. The user requires a PC or a Set 
Top Box. IPTV offers a bundle of services 
that include Video on Demand (VOD), 
Web Access and Voice over Internet Pro- 
tocol (VoIP), popularly referred together 
as "Triple Play". 

IPTV technology broadly encom- 
passes functions like encoding and de- 
coding of data, control and management 
of the video content and delivery of fea- 
tures such as Video on Demand (VOD), 
access to the stored programs, digital 
TV, program guide and other Web-based 
services to the subscribers. Unlike the 


Chartered Financial Analyst § June 2006 § 49 


ne 


Technology 





traditicnal TV and other Internet video 
services which are one-way, IPTV is a 
two-way communication between the 
service provider and the subscriber. The 
content is first received from the content 
producers and then it is encoded and 
stored m the database from where the 
users can access the VOD. Wide Area 
Distribution Network allows the distri- 
bution of data streams from service 
nodes to the customer premises. Core 
and aceess networks include the Digital 
Subscriber Line Access Multiplexers 
(DSLAMs) located at the Central Office 
(CO) ar at remote points. The customer 
is connected through phone lines to 
homes using the DSL technologies such 
as ADSL2+ and VDSL. A: the customer 
end, a set-top box device is located that 
performs the functional processing like 
the setting up of the connection, quality 
at the service node, decoding the data 
streams, controlling the display and con- 
nection to the monitor. 


Telcos’ big pie 
And it is the telcos which are gunning for 
the big share of the IPTV pie. As the fixed 
line services are falling, these operators 
will be utilizing this opportunity by pro- 
viding value-added services to their cus- 
tomers. According to a report in the 
Hindu Business Line, by the end of this 
decade, 25.9 million IPTV subscribers 
will generate $10 bn in revenue in India. 
Adding to the positive sentiment, a lat- 
est report from IDC says that Indian 
IPTV subscriber are expected to show 
Ccmpounded Annual Growth Rate 
(CAGR) of 122% frem 2005 to 2010. 
Among the first to be off the block is 
the state-owned MTNL. MTNL has 
signed with Time Broadband Services 
Pvt. Ltd. as their franchisee for content 
development and to handle the delivery 
network. Optibase gives a platform for 
MTNL to deliver an effective triple play. 
MTNL has launched IPTV on a pilot run 
basis and is tuning to improve the qual- 
ity of the system. “We are extremely glad 
to participate with a telecom giant for 
the IPTV project. While MTNL is invest- 
ing on the networking technology, we are 
pumping in money for the content deliv- 
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ery network”, said Time Broadband’s 
Managing Director Sujata Dev. It uses 
the Asymmetric Digital Subscriber Line 
(ADSL2+) as the access technology deliv- 
ering a downstream data rate up to 24 
mbps from the central office to the cus- 
tomers. For video transmission it is us- 
ing the MPEG-4 which delivers a high 
data quality at lower bandwidth. MTNL 
is planning to target at least 3.9 million 
subscribers. 

Bharti Tele-Ventures, India’s larg- 
est private sector telecom company too 
is planning its foray into IPTV. The 
company with its technology partner 
UTStarcom is working on the IPTV 
project. It is on a test run with Free to 
Air (FTA) TV channels and video con- 
tent. Bharti’s IPTV architecture in- 
cludes digital head end (installed in 
Gurgaon) and set-top boxes with 
ADSL2 and ADSL2+ technology. The 
complete architecture has been built by 
UTStarcom. According to the company 
sources, it will take at least six months 
for IPTV to go on air as it is in talks with 
broadcasters on transmission issues. It 
will be initially targeting its current 
fixed telephone retail customers num- 
bering approximately 5,00,000. Rich- 
ard Sun, engineer manager, UTStarcom 
Telecom Media Switch said in an inter- 
view, “Today’s telecom service providers 
are looking out for more revenue 
streams. IPTV can be their piggy bank 
if they plan well. Indian market is huge 
and we have all the applications needed 
to target this segment.” 


Generic IPTV System Architecture 
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Not to be left behind, other telcos like 
Reliance Infocomm and Tata Teleser- 
vices are also planning to launch IPTV. 
Reliance is planning a tie-up with 
Microsoft and is also buying the content 
developers. In addition to distribution 
partnerships, it is buying TV and video 
production facilities which include 51% 
stake in Adlabs. 


Despite the promise of excellent technol- 
ogy and architecture, there are a few gaps 
which can make the customer have a sec- 
ond thought on IPTV. Advertisers will 
be benefitted with the flexibility given by 
the IPTV to effectively target audiences, 
the facility which they didn't have in nor- 
mal broadcasting. Content providers can 
insert appropriate ads predestined to a 
particular user. But, at the same time, 
users have the choice to skip the ads and 
the concept of interactivity is not a prom- 
ising for advertisings. 

Then, there are issues related to 
VOD and Web-based services, such as 
the loss of data packets, copyright is- 
sues related to the content (if the con- 
tent is not developed by the operator), 
etc. Another major issue is related to 
navigation and input. When the IPTV 
is watched on the computer the fea- 
tures like Web access, VOD, VoIP can 
be navigated through the keyboard or 
other input devices whereas it is not 
possible in a normal television set con- 
nected through set-top box. Further, 
though the falling broadband prices 
are expected to help enlarge the sub- 
scriber base, the falling fixed line sub- 
scriber base is a cause of concern with 
more and more customers migrating to 
mobile phones. 

It remains to be seen whether these 
issues are resolved before IPTV becomes 
a reality in India. However, one thing is 
for sure, given the flexibility IPTV offers 
to the subscribers, as and when it be- 
come commercially available in India, 
barring glitches, the subscribers would 
definitely be loving it. «^ 

Amit Singh Sisodiya 
and Kavitha Putta 
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Promoted by Raghav Kher, an ex-Microsoft hand and a serial 
entrepreneur, India’s very own online movie rental firm aims to capitalize 
on the shift in consumer preferences to home entertainment, which has 
seen sales of home theater systems and DVD players rising significantly 


in recent times. 
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amesh and Priya work in a ma- 
jor Indian software firm based 
Bangalore. The couple hardly 


finds time for entertainment, thanks to 
their fast paced life. But even if they 
manage to wriggle out some time—like 
on Saturdays and Sundays—big 
queues in front of ticket windows 
dampen their spirits and make them 
forgo their favorite movies. The couple, 
therefore, seems to have almost given 
up the idea of visiting movie theaters. 
The next door video parlor too doesn't 
seem to excite the couple, as the shop is 
not only full of either pirated copies or 
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poor quality VCDs/DVDs but the 
charges are also very high for new 
VCDs/DVDs. However, all this is going 
to change very soon if a firm called 
Seventymm has its way. The Banga- 
lore-based online movie rental firm, 
which models itself on the lines of 
America's hugely popular Netflix, has 
already made a beginning in this 
direction. 

Promoted by Raghav Kher, an ex- 
Microsoft hand and a serial entrepre- 
neur, India's very own online movie 
rental firm aims to capitalize on the 
shift in consumer preferences to home 


entertainment, which has seen sales of 
home theater systems and DVD play- 
ers rising significantly in recent times. 
The firm which began its operations in 
Bangalore in March 2006, plans to ex- 
pand its operations to other major cit- 
ies of the country like Mumbai, 
Kolkata, Chennai and Hyderabad in 
the next few years as it sets itself an 
ambitious target of generating rev- 
enues of Rs. 500 cr and one million cus- 
tomers in the next five years. The ini- 
tial response so far has been good, as 
its virile marketing and other promo- 
tional efforts have helped it sign on 
3.000 customers in the first month of 
its operation. 

However, selling and staying profit- 
ably may not be easy for such busi- 
nesses, given factors like low penetra- 
tion of home video systems and compe- 
tition from TV channels, not to men- 
tion the threat from video-on-demand 
service as and when it arrives in the 
country. 


Redefining India's home video 
market 

As of now, the home video market in 
India, with a share of 10%, accounts for 
just a tiny portion of the country's film 
industry, which is estimated at 
Rs. 7,000 cr. This number is insignifi- 
cant in comparison to the US, where the 
home video segment accounts for as 
high as 8096. Netflix, the largest online 
rental company alone has a subscriber 
base of over 4.2 million and earns $800 
mn in annual revenues. As the Internet 
penetration picks up in the home user 
segment, throughout the world, the in- 
dustry experts say that the demand for 
the online movie rental market is ex- 
pected to grow significantly on the 
strengths of easy accessibility, usage 
and a wide range of movie selections. 


Seventymm 
——————————————————— o 8À0 7 BONS 


Given this, the company pins its hope on 
the probable shift in consumer prefer- 
ence in the country, over a period of time. 
"There is a growing trend of a shift from 
box-office business to home entertain- 
ment, which has also happened in other 
parts of the world", Kher commented in 
an interview with The Times of India. 
"We feel that a beginning has been 
made here, with the growing number of 
DVD players sold over recent months", 
he further added. Seventymm aims to 
have a market share of about 60% of the 
organized home video market and a 
subscriber base of one million in the 
next five years. It has roped in Draper 
Fisher Jurvetson, a US-based Venture 
Capital firm, as a strategic investor, 
which has already pumped in Rs. 10 cr 
in the Indian online rental firm. Be- 
sides, it has also engaged the services of 
Eric Meyers, co-founder of Netflix, as an 
advisor. On the idea behind beginning 
from Bangalore, the firm's COO, 
Subhanker Sarker, said in an interview, 
"We have just launched in Bangalore, 
which has a net-savvy and cosmopoli- 
tan population." 

The company offers two pricing 
packages to customers. The basic pack- 
age comprises of a monthly subscrip- 
tion fee of just Rs. 199 for four movies a 
month, while the unlimited plan comes 
with a price tag of Rs. 549 per month, 
where customers are required to pay 
one time registration fee of Rs. 499 with 
refundable security deposit of Rs. 999. 
Seventymm will ship two movies at a 
time under both the plans. 


One up over the neighborhood video 
parlor 


Differentiating itself from the neighbor- 
hood video parlor was a major challenge 
confronting Seventymm. To combat 
this, the firm offers a huge collection of 
movie titles. Besides, its vast array of 
movies comprises of several Indian as 
well as foreign language films. 
Seventymm’s subscribers have access 
to a library of over 10,000 movie titles in 
Hindi, English, Kannada and a few 
more languages, which is several times 
the size of a traditional rental store. 
Further, it also gives customer the con- 
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firm not only provides its customers with the most expansive selection of DVDs/VCDs, but also an 
easy way to choose the movies. It delivers the movies 


Wies at the customer's doorstep and picks them — 


up after the customer has watched them, all absolutely free of cost. 


The members have a choice of two subscription plans, Starting at an introductory price of — 
Rs.199 per month for the Basic Plan of four movies a month. With the more attractive and popular 
Unlimited Plan at an introductory price of Rs. 549 a month, members can rent as many moviesas 
they want and keep them for as long as they want to. The firm ships each customer two movies at 3 
a time with both the plans. As part of its promotional activities, the firm has launched a scheme 
called “Free-for-Six” program; members can get the service for free by getting six friends to sign-up — 


under the Free-for-Six program. The firm’s “no late 


fees, no due dates” online movie rental model 


eliminates the hassles involved in choosing, renting and retuming movies. — 


The company boasts the largest collection of DVDSNCDs from Hollywood releases, Bollywood 
masala mixes and regional flicks to hard-to-locate world cinemas as well as award winning docu- — 
mentaries, which is far superior to what the movie-rental stores can offer, and promises hassle-free P 
movie viewing with no scratched discs or pirated unclear prints. | | 2 


venience of avoiding the hassle of physi- 
cally visiting the video parlor as one can 
choose the movie(s) at the click of a 
mouse. Subscribers search or browse 
the movie library on the Seventymm 
website and then add selection to their 
"queue". The order of the movies in the 
queue determines what movie the sub- 
scriber will receive next. Subscribers 
can delete movies from their queue or 
change their order in the queue at any 
time. When the subscriber returns a 
movie, Seventymm ships the next avail- 
able VCD/DVD in the subscriber's 
queue. Offering the service 24/7 en- 
hances customer convenience. 


Finding a foothold 

To boost its growth, the firm is aiming 
to enlarge its geographic presence by ex- 
panding to smaller cities as well as the 
metros. "The growth will clearly come 
through geographic expansion and prod- 
uct line expansion. In due course, we will 
be present in 50 satellite towns besides 
the major cities. In the first year, we will 
be present in five major cities, though 
we haven't decided which city will be 
next", Kher says. On the advertising 
front, Seventymm is working on a “low 
key-low cost" campaign with a local 
agency named Creative and plans to in- 
crease marketing spend as the business 
grows. It is also considering Television 
Commercials (TVCs) on the local cable 
channels as well as a nationwide cam- 


paign once it starts expanding. The com- 
pany is looking at the online media as 
an avenue for popularizing the portal, 
besides a reward initiative to the cus- 
tomer. The importance of delivery time, 
combined with effectiveness of word-of- 
mouth advertising is also being empha- 
sized in the effort towards increasing 
customer acquisition. 

Going by the entertainment indus- 
try figures, the future looks bright for 
the firm. Home entertainment is a Rs. 
250 bn industry in India having a 
growth potential of 1896 per annum, 
with films taking up about Rs. 70 bn 
of the total pie; it is significant to note 
here that 36 billion movie tickets were 
sold last fiscal almost double that 
sold in the US. India has a base of 20 
million DVD/VCD players with an ex- 
pected growth by another seven mil- 
lion in 2006-07. However, competition 
is only going to rise for Seventymm as 
more and more players jump on the 
online movie rental bandwagon, given 
its growth potential. Also, it would be 
a mistake to rule out the competition 
from local video parlors. Another chal- 
lenge would be to diversify the busi- 
ness so as to reduce dependence on a 
single business line. Kher has already 
announced his intentions regarding 
the same as he commented that 
Seventymm would be looking to enter 
other areas like games. “From rent- 
ing, we will graduate to selling, though 
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The business is extremely operations and customer service dependent and, 
therefore, needs high investment in backend support to consistently deliver 


better choice and convenience for the consumers. 


What prompted you to come up with Seventymm? 

Movies in India are more of a religion. Over 320 crores of 
movie tickets get sold in India alone, which is almost equal 
to the number of movie tickets sold im the rest of the world. 
However, the home video rental segment is unorganized and 
extremely fragmented, and the consumers do not have the 
choice of enough titles or good quality. That’s where we felt 
that the industry needs consolidation and the thought of 
online movie rental service struck us. And that is how 
Seventymm took shape. 

In a relatively more mature market like 
the US, it was dominated by “mom & pop” 
rental stores in the 1980s. Then, consolidation 
happened in the 1990s led by Blockbuster, an 
orgenized large format video rental chain. In 
1997, Netflix pioneered the concept of online 
movie rental service and, today, they have a 
consumer base of over 4.2 million. We see a 
similar trend happening in India over the next 
five years and Seventymm plans to lead the 
process of consolidation. Seventymm is based on the lines of 
Netflix, with modifications in business process made to suit 
the Indian consumer behavior and environment. 

How do you see the future of online movie rental in India? 
Consumers preference towards home entertainment is pro- 
nounced in India. People are spending more money on home 
entertainment options and there is an increasing number of 
DVD players and high end home theater systems sold every 
month. 

In India, the organized home video business is esti- 
mated to be less than 596 of the Rs. 7,000 cr film industry. 
However, with rising cost of watehing movies in the theaters, 
izis expected that the contribution of home video business to 
the film industry will significantly rise in India. 





- Subhanker Sarker, COO, Seventymm 


With this happening, both sell through and rental busi- 
ness of home videos will see a sharp rise. This is where we 
see a bright future for organized and online movie rental 
service in India. 

Seventymm plans to have their operations in 40 cities, 
with a one million subscriber base, over 25,000 titles, and a 
revenue of Rs. 500 cr in the next five years. 


According to you what are the barriers to entry for new entrants? 
The business is extremely operations and cus- 
tomer service dependent and, therefore, needs 
high investment in backend support to consis- 
tently deliver better choice and convenience for 
the consumers. This is an execution business 
and though many players may try to get into 
the space, we see two to three major players 
succeeding after the consolidation phase. 


Do you see video content download as a future threat? 
Video-on-demand will certainly be the next 
wave to hit home entertainment. However, 
right now confusion exists in the area of copy- 
right protection, download efficiency and other technical and 
commercial issues. We don't see the trend fully settling into 
India within the next 5 to10 years. Organized movie rentals, 
primarily in DVD format, will dominate the market till 
then. 


Any other observation? 

The consumer is not only looking for choice and convenience 
but also expressing a strong desire to be a part of the commu- 
nity and participating in discussions and ratings on the 
movies watched. Seventymm has adopted a philosophy of 
three “C”s—through operational excellence we will continue 
to offer the best in Choice, Convenience and Community to 
our consumers. 


rentals would be the primary offering. 
And even as we expand the collection 
of films, we will look at spaces like 
games and edutainment”, he says. 

In essence, the threat comes from 
two fronts: Traditional store-based 
rental firms, and competing online 
rental companies. Traditional rental 
stores which currently dominate the 
movie rental market would rework 
zheir offerings and pricing structures 
to compete with Seventymm and 
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other such online movie rental service 
companies. Also, in certain circum- 
stances convenience may not always 
matter. For instance, for many cus- 
tomers, eliminating trips to the video 
store and always having up to four 
movies on hand is a very attractive 
option. However, there will always be 
situations when customers want a 
movie quickly without prior planning. 
Online movie rental services like 
Seventymm cannot compete with tra- 


ditional stores for such impulse rent- 
als using the existing model. Further, 
the lack of late fees poses another 
challenge to the firm; although from 
the customers' perspective, it is a 
great advantage compared to the 
rental stores. 

Nevertheless, the subscription- 
based model ensures stable revenue 
for online rental business. Billing all 
the customers each month whether 
they are using the service or not pro- 
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vides a stable and predictable revenue 
stream. Surely, Seventymm has a 
clear first mover advantage with al- 
most negligible player presence in the 
market. New competition will prob- 
ably emerge in the online movie sub- 
scription rental market, but has to face 
a number of barriers that will make it 
difficult for these new players to com- 
pete in the online movie rental market. 
Established companies that develop 
the online movie rental division could 
probably develop various advantages 
and enjoy a competitive edge over oth- 
ers as existing players enjoy a sizable 
customer base with greater recall, and 
sizable movie and customer database 
built over time. This wealth of informa- 
tion will allow them to make better rec- 
ommendations to their customers. Es- 
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tablished logistics and distribution 
channels (increase in the number of 
distribution centers decreases the 
amount of time the VCD/DVD spends 
in transit) will also give first movers 
like Seventymm an edge over competi- 
tion. In addition, as the turnaround 
time appears to be closely linked to 
customer satisfaction measures and 
existing relationships with movie stu- 
dios, distributors would allow existing 
online video rental firms to obtain new 
releases at a low-cost and as soon as 
possible. 

Certainly, Seventymm has a long 
way to go if it has to replicate the suc- 
cessful models of firms like Netflix, 
which enjoys the leading position being 
the largest online DVD movie rental 
service, offering 4.9 million accesses to 


60,000 titles. The upcoming firm can 
take a leaf or two out of the US firm's 
success book. Netflix' formula for suc- 
cess is built in providing the most ex- 
pansive selection of DVDs; an easy way 
to select movies; and fast, free delivery. 
Netflix members are offered the choice 
of nine subscription plans, starting at 
$9.99 per month for unlimited rentals 
with one DVD out at a time. There are 
no due dates, no late fees and no ship- 
ping fees. Subscribers enjoy fast and 
free delivery. The company reaches 
9096 of the subscribers with generally 
one business-day delivery, providing 
free prepaid return envelops. With no 
commitments, customers can termi- 
nate orders anytime. The company's 
^no late fees, no due dates" online 
rental model has eliminated the 
hassle involved in picking, renting and 
dispatching movies. 


The future ahead 

So what does the future hold for 
Seventymm, in particular, and the movie 
rental market, in general? The biggest 
issue will be downloading content. With 
new ventures coming up to provide video 
downloads, Seventymm should look on 
the download market seriously, as if its 
future depended on it. Then, maybe, in 
the near future customers will be able to 
watch blockbuster releases in their liv- 
ing rooms on demand. 

How the firm opens its cards and how 
the competition unfolds would surely be in- 
teresting (read: entertaining) to watch. «^ 

Amit Singh Sisodiya 
and Ankur Gupta 


Reference # 01M-2006-06-13-01 








One click makes 1200 


placement consultants work. 


Introducing Monster ExpressResume. 
It allows you to send your resume to 1200 
placement consultants across the country in one go. 
To subscribe to ExpressResume, SMS ‘ER FA’ to 98663-11011 





monster.com 


India's No.1 jobsite 









M BUSINESS ENVIRONMENT 


Sino-US Trade Relations 


Tensions Escalate 





While President Hu Jintao's visit to Washington produced no major 
breakthrough, it did reveal the world just how significant and complex the 
Sino-US trade relations have become. How these relations would be 


handled will have a far-reaching impact on the future of the global economy. 





en the US President George 

W Bush and Chinese Presi- 

dent Hu Jintao met in 
Washington during mid-April, the world 
was at wits end on how to describe the 
event—whether it was a meeting of 
equals, a convention of competitors or a 
rendezvous of potential partners? The 
significance of China and US being what 
it is, they called it the summit of super 
powers. True, China and America occupy 
highest priority in the global economy 
and today no other bilateral relationship 
draws more attention than these two gi- 
ants. Trade and economic cooperation 
has been of greatest importance to both 
the countries and to the global economy 
as a whole. During the past four years, 


both the countries have accounted for 
more than half of the world's economic 
growth. More importantly, each contrib- 
utes significantly to the others' prosper- 
ity. From 2001 to 2005, the bilateral 
trade between the two countries has in- 
creased at an average rate of 27.4% per 
year with the trade volume between the 
two countries reaching $212 bn in 2005, 
which is 80 times more than the total 
trade between the two countries in 1979. 
Today, China stands as the third largest 
trading partner of America, its second 
largest source of imports and fifth larg- 
est export market, while America is 
China's second largest trading partner. 
Despite this rapid rise, the trade re- 
lations between the US and China have 


always been somewhat uneasy. They are 
marked by a lack of equity and balance. 
America's frequent calls for the revalua- 
tion of the Chinese currency, yuan, have 
not made much headway. And President 
Jintao's visit too, which was hoped to al- 
leviate the mounting controversies over 
China's trade and monetary policies, 
could not offer much relief. The United 
States may take Beijing to WTO over the 
latter's failure to protect US intellectual 
property rights. While protectionists in 
Washington are dropping hints of a pos- 
sible 27.596 import tariff on all Chinese 
goods, economists around the world fear 
the prospects of a trade war between the 
established super power and the emerg- 
ing super power that could possibly lead 
to a worldwide recession. 


A gathering threat 

Over the past few years, trade imbal- 
ance has become the central point in 
Sino-US trade relations. Many Ameri- 
cans believe the Chinese are not playing 
fair on the trade front. China runs a 
huge trade surplus over the US in com- 
modities trade, which officials in Wash- 
ington cite as the biggest reason for 
America's burgeoning trade deficit that 
touched $800 bn recently. The country 
runs a trade deficit of $202 bn with 
China alone, the largest bilateral defi- 
cit in its history. Prime allegation 
against China is that it has been ma- 
nipulating its currency to make its ex- 
ports more competitive. China, they al- 
lege, is building massive dollar reserves 
(currently at $800 bn, and expected to 
touch $1 tn in another one year) so that 
the yuan would not appreciate. While 
this has made the Chinese goods a lot 
cheaper in America and around the 
world, American goods now seem to be 
expensive. Beijing, on its part, had 
strengthened its currency in July 2005, 
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after yielding to persistent calls from 
the US and the EU. But the amount of 
appreciation (which was just 2.1%) was 
too small to bridge the gap in America's 
deficit. According to the US officials, 
yuan is undervalued by as much as 40% 
to its actual value. Hence, a 2% appre- 
ciation was just a drop in the bucket. 
The Americans are demanding for a 
more flexible yuan—one that would be 
derived from market forces. 

On the other hand, China argues 
that yuan is already linked to a basket 
of (undisclosed) currencies and is yet not 
ready for a complete revaluation. China 
is, in a way, helping the US to control 
inflation—by exporting cheap goods 
with superior quality, China is actually 
benefitting the consumers in the US. 
According to a study conducted in 2005, 
the net impact of job losses and job 
gains on the US economy from China's 
imports was positive—for every one job 
loss, eight jobs owe their existence to 
Chinese imports. Many US companies 
that have set up their bases in main- 
land China have benefitted from their 
investments by taking advantages of 
low-cost labor and other resources. To 
soothe American concerns further, 
President Jintao, during his visit, con- 
firmed a $5 bn order for 42 Boeing and 
787 Dreamliner jets and also signaled a 
generous purchase from Microsoft to 
help the US economy. But these mea- 
sures are hardly sufficient to fix 
America's ballooning trade deficit. 

Currency issues apart, energy is an- 
other area where America is not happy 


with China. Washington believes 
China's galloping demand for oil is the 
reason behind the rising oil prices. China 
has overtaken Japan as the second larg- 
est consumer of oil (uses about 6.5 mil- 
lion barrels a day) in 2004. The largest 
oil consumer is the US with a consump- 
tion of 20 million barrels a day. In June 
2005, CNOOC, China's public sector oil 
giant, tried unsuccessfully to buy Unocal, 
an American oil company. Security 
hawks were horrified by this audacious 
step and urged a presidential interven- 
tion. However, the $18.5 bn bid was an 
assertion of China's growing supremacy 
in the global arena. China's massive for- 
eign reserves are another threat. China 
can use this economic clout to actually 
"buy up" America. 

Intellectual Property Rights (IPRs) 
are another bone of contention in the 
Sino-US trade relations. The issues go 
well beyond the familiar music and DVD 
pirating to potentially harmful counter- 
feits, including pharmaceuticals, auto- 
mobiles, and even airplane parts. In 
2001, the US threatened to take China 
to WTO over the issue if the latter did not 
tighten its IPR laws. Following that, 
China introduced a number of IPR laws 
and set up special courts to address the 
issues. But somehow, proper enforce- 
ment of the laws is not taking place and 
the US is once again planning to seek 
WTO’s intervention over the issue. 


To love or to hate 

So, what's the solution? Washington is 
resorting to protectionism as a way of 
solution. A bill that intends to impose 
a tariff of 27.5% on all Chinese imports 
as a punitive measure if China does 
not revalue its currency is before the 
Senate. The bill has already received 
wide support from the members of the 
Senate. The consequences of such a 
bill, if ever implemented, would be bad 
for both the economies. For China, that 
has 30% of its exports going to the US, 
the earning from exports would come 
down drastically. China earns as much 
as 40% of its GDP from exports. That 
will no more be the case if the new tariff 
comes into effect. Even if it diverts its 
exports to other markets, where it has 


no such tariffs, it is unlikely to get huge 
earnings. China has always concen- 
trated on exports and has failed to de- 
velop domestic consumption. That 
may prove costly for the economy if the 
new tariff is imposed. 

The proposed bill can prove to be a 
bane to the US economy itself, leave 
alone mending the trade deficit. 
American citizens are used to buying 
cheap goods. A new tariff will mean an 
increase in the prices and a rise in in- 
flation to that extent. The proposed 
tariff would also have a negative im- 
pact on the US employment that the 
Chinese imports create. Further, it 
may have to face the WTO challenges. 
If China decides to retaliate, then situ- 
ation could be still worse off. Analysts 
say China's currency revaluation will 
not benefit the US economy much as 
China is not its largest trading part- 
ner, apart from reducing the trade defi- 
cit marginally. The US, they say, have 
to treat the root cause of the problem — 
increase its savings rate. 

To add to the woes, there are several 
political problems which can play their 
part on the bilateral trade relations be- 
tween the two countries. The problem 
with the US is that it cannot ignore 
China. China's size as well as its rising 
power is increasingly in match with the 
United States. Enough care has to be 
taken that the trade issues are not po- 
liticized and are resolved peacefully 
through mutual cooperation. The pos- 
sible benefits of such cooperation could 
be continued economic growth, fiscal sta- 
bility, and greater flexibility in resolving 
international crises. On the other hand, 
the potential downsides of confrontation 
can be severe—a global economic slow- 
down, a crises in the US balance of pay- 
ments, an increasing competition for en- 
ergy resources and a China that always 
thwarts US. Hence, it is important that 
the two countries recognize and respect 
each other's role in global growth and 
work towards economic prosperity of 
their nations and the world. «^ 


D Satish 
and Smitha Deshpande 
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ss-border acquisitions have be- 
come a commen phenomenon 
across the globe. Till recently, 
mos: of the Indian companies were eaten 
up by overseas acquirers. But, in recent 
years, the Mergers and Acquisitions 
(M&A) scenario has changed. The Indian 
corpcrates have started acquiring com- 
panies abroad to expand their scale of 
operations with a view to becoming glo- 
bal players. Although a majority of the 
acquisitions made are below $1 bn in 
size, a significant number of outbound 
dezls have been witnessed last year. 
The Tata Tea’s acquisition of Tetley 
was a remarkable deal in the history of 
Indian M&A business. The year 2005 
witnessed a record number of 343 M&A 
deals worth a whopping $16.2 bn. Out of 
10 cross-border M&A deals, seven were 
outbound last year. The proportion of 
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cross-border deals to the total M&A ac- 
tivity was 58% in value and 56% in vol- 
ume in 2005. Outbound deals number- 
ing 136 totally dominated the cross-bor- 
der acquisitions (192). 

Even in the first two months of 2006, 
a similar trend was witnessed, with the 
period recording 57 deals worth over $3.5 
bn. The number of cross-border deals 
constituted a significant 78% of the total 
deals completed in 2006. The value of 
outbound deals was $2.2 bn, which was 
nearly 63% of the total M&A deal. The 
major outbound deals included ONGC 
Videsh Ltd.’s acquisition of a Brazilian 
oil field worth $1.4 bn and Dr. Reddy's 
acquisition of Betapharm for $570 mn. 
Another major acquisition deal that 
needs mention here is Suzlon Energy 
Ltd.’s acquisition of EVE Holding NV in 
Belgium for $565 mn in March, which 





gives it indirect ownership of Hansen 
Transmissions International NV. 


Driving outbound acquisitions 
The number of outbound acquisitions 
surpassed inbound acquisitions during 
the year 2005. Big Indian corporates 
are going to Europe and Latin America 
with a view to expanding their opera- 
tions. To ramp up the marketing net- 
work, Indian firms are acquiring com- 
panies abroad to gain in global market 
share. To ensure continuous supply of 
raw material for manufacturing pro- 
cesses, Indian corporates consider ac- 
quisition as their best alternative. 
Indian acquisitions abroad are also 
driven by the desire to acquire skills 
and technology, in order to improve 
their brand value and expand markets. 
The M&A activity is adopted to de- 
risk their position. While setting up of 
fresh operations takes time and costs a 
lot, acquirers are assured of immediate 
revenues from the acquired company for 
the first few years. As customers have 
started dictating terms to the vendors 
to go on large scale, it is no longer a mat- 
ter of opportunity, but is more of sur- 


Going Global | 
Number of outbound deals as a 
96 of total cross-border deals in India 
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Dr. Reddy's Betapharm, 570 Pharma 

Suzlon Hanseb 565 Wind 

Energy Group, Belgium Energy 

Ranbaxy Terapla SA, 324 Pharma 

Labs Romania 

Videocon — Thomson SA, 290 Electronics 
France 

Matrix Docpharma NV, 263 Pharma 

Laboratories Belgium 

VSNL Teleglobe, 240 Telecom 
Canada 

Tata Brunner Mond, 177 Chemicals 

Chemicals UK 

Tata Steel Millenium Steel, 130 Steel 
Thailand 


vival today. Harish HV, Head, M&A, 
Grant Thornton India, says, ^Most of 
the dezls are pushing up the value chain 
whether it is in the pharma or the tea 
sector”. 

Indian corporates have succeeded in 
their competition with multinational 
companies and have improved their 
profits and profitability. Their confi- 
dence levels have gone up and prospec- 
tive acquirers are able to get the re- 
quired finances without much difficulty 
to go after these deals. Global private 
equity players including the US are 
funding Indian companies for acquiring 
companies in the West. Regulations 
and controls—for example, the removal 
of a $100 mn cap on FDI—have been 
made easy to enable Indian companies 
go and operate internationally beyond 
exports. Harish opines, “The other big 
benefit is the relatively high valuation 
gap between Indian and international 
companies, which give an advantage to 
Indian company valuation when they do 
global acquisitions”. 

The government is gradually chang- 
ing its M&A policies to facilitate the 
growth momentum. With demand for 
generic medicines increasing, the gov- 
ernment seeks to cut costs as certain 
high branded medicines are not pro- 
tected by patent rights. As Indian 
manufacturers are able to manufacture 
at lower costs, they are willing te in- 
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erease their share in the international 
markets and increase their total sales 
fourfold in the next 5-6 years. In order to 
meet their targets and increase their 
capacities, it is prudent for the Indian 
drug manufacturers to acquire compa- 
nies like Betapharm. 

Though several advantages are en- 
visaged with acquisitions abroad, cer- 
tain issues need to be overcome to reap 
those benefits. Issues like deal struc- 
turing, regulatory issues, integrating 
Indian operations and leveraging 
brand of the acquired company become 
important concerns to Indian 
acquirers. Timing and size of the acqui- 
sition will be the key factors to get the 
desired benefits. 


Future outbound M&As 

Indian companies are scouting the mar- 
ket for investment opportunities to ex- 
pand their operations and marketing 
abroad. KPMG ranked India as the sev- 
enth most active acquirer in Asia in 
2005. There would be continued thrust 
by auto components, pharmaceuticals, 
IT&ITES, textiles, tea and oil sectors. 
Harish says, “The possible new big ac- 
quisitions are likely in the textile 
sector, which is now showing significant 
potential.” 

It is expected that the outbound 
M&A deals would be overtaking the 
number of cross-border deals as Indian 
companies are looking forward to global- 











Sector-wise Breakup 
All Deals in Value 
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successes in the current 
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continued valuation gaps 
will drive the global 
acquisitions 
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Head, M&A 
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ize. The year 2006 is expected to witness 
a jump in the deal value to $25 bn. So far, 
the M&A deals are smaller, but Indian 
firms are now getting prepared to ac- 
quire bigger deals of size over $1 bn 
abroad. 

As India's big companies are look- 
ing for complementary businesses 
abroad, there is big room for M&A ac- 
tivity in the future. It will be a boost to 
the Indian manufacturing sector if 
small and mid-sized companies also 
take part in overseas acquisitions tar- 
geting acquisition deals sized around 
$1 mn. A growing number of profes- 
sionals coming back to India would en- 
ergize the domestic organizations that 
are going global. 

Earn-outs is now the buzzword in 
M&As where the acquisition cost is 
linked to future performance of the ac- 
quired company and will be paid over a 
period of time. A few acquisitions are 
underway in this model. From the 
seller's perspective, higher valuation 
can be linked to future performance, 
which would also give advantage of 
synergies. The ability of the Indian 
companies to integrate globally is ex- 
pected to drive the future of the Indian 
outbound acquisitions. Harish says, 
*Availability of capital, successes in 
the current crop of acquisitions, contin- 
ued valuation gaps will drive the global 
acquisitions." (^ 





D Satish and 
Surendar Vaddepalli 
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Suzlon’s Acquisition of Hansen 


Winds of Synergy 








The acquisition of Hansen, the Belgian gearbox maker, gives India’s 
Suzlon, a leg-up to its plan to have a Strong global footprint. 





The acquisition of Hansen gives us 
technological leadership and will make 
Suzlon a leading integrated wind turbine 
manufacturer in the world. 

— Tulsi R Tanti, 
Chairman & Managing Director, 
Suzlon Energy 


The deal has the ability to fuel further 
growth in Belgium and in Asia. 


— Matts Lundgren, 
President & CEO, 
Hansen 


With this acquisition Suzlon has truly 
emerged as a global player with signifi- 
cant market presence, manufacturing 
base and R&D centres across North 
America, Europe, India, China, South Ko- 
rea and Australia. With a presence across 


the entire turbine technology chain, we see 

Suzlon becoming further cost competitive 

and providing an efficient and robust 
wind energy solution to its customers. 

- Aditya Sanghi, 

Country Head-Investment Banking, 

YES Bank 


owner frustrated over the erratic 

electricity supply to his plant and 
increasing energy costs founded Suzlon 
Energy. Wind energy at that time had 
little or no presence in India and the Eu- 
ropeans dominated the global wind en- 
ergy markets. This did not perturb 
Tanti as he went ahead to venture into 
an industry which hardly had any tak- 
ers at that time. Nonetheless, in just a 
little over a decade of its existence, 


I: 1995, Tulsi R Tanti, a textile mill 


Tanti's small venture has today grown 
into Asia's No. 1 and the world's fifth 
largest wind turbine manufacturer. The 
company's stock which made its debut 
at a premium of 25% last October has 
more than doubled since then; it quoted 
at Rs. 1,321, as on May 12, 2006 and is 
one of the hot picks on Dalal Street. 
Thanks to the soaring stock price, 
Tanti's fortune has grown enough to 
earn him a place in this year's Forbes' 
Top 40 Richest Indians list; he is placed 
at the 8" spot. However, not content 
with all the accolades he has been be- 
stowed upon with and success at home, 
when Tanti sealed, an all-cash deal 
worth $565 mn (Rs. 2,514 cr) for acquir- 
ing the Belgian gearbox maker, Hansen 
Transmissions International — not only 
it became the second highest bid for an 
overseas acquisition by an Indian com- 
pany, it also signaled Suzlon's arrival 
on the global wind energy map. Head- 
quartered in Belgium, Hansen is a lead- 
ing gearbox manufacturer with strong 
R&D capabilities and modern manu- 
facturing facilities. It focuses on the fast 
growing wind turbine generation sector; 
all wind turbines contain gearboxes, 
which convert the slow rotation of the 
shaft into the high speed required to 
generate electricity. Besides, it is also 
active in other industrial segments of 
the gearbox market. The company, 
which was founded in 1923, has its pri- 
mary manufacturing facilities in Bel- 
gium, with sales, assembly and service 
centers in the UK, the US, South Africa 
and Australia. Hansen's current manu- 
facturing capabilities include 3,600 
MW of wind turbine gearboxes and 
3,000 units of industrial gearboxes per 
year. 

It makes great economic sense to 
break from just being a wind mill player 
to a fully integrated player with pres- 
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ence in both turbines and gensets so as 
to pare down power costs; the gensets 
triple the power capacity received from 
the wind mill. Further, given the world’s 
never satiating need for power and more 
so China’s soaring energy needs, there 
is a rush on part of the players to cash in 
on the supply crunch. And Suzlon 
doesn’t want to be left behind. The com- 
pany generated 970 MW in the fiscal 
ended March 31, 2006, of which, it sup- 
plied a miniscule 88 MW to interna- 
tional markets. But going ahead, the 
company aims to increase the exposure 
to international markets significantly 
while at the same time, reducing over 
dependence on the domestic market. 
“We want to reduce the domestic share 
to 60% from the current 90%. We are 
looking at many countries”, commented 
Tulsi Tanti, CMD, Suzlon Energy. 

And going by encouraging projec- 
tions about global demand for wind 
power, Suzlon seems to be well posi- 
tioned to capitalize on the coming op- 
portunity. According to estimates, glo- 
bal demand for wind power will be 
driven by that in China and India and 
the share of wind energy in the global 
energy market is expected to rise from 
0.2% in 2002 to 3% by 2030. Further, as 
per projection made by the Ministry of 
Non-conventional Energy Sources, 10% 
of the 240,000 MW installed capacity 
requirement by 2012 will come from 
renewables and 50% of this capacity 
may come from wind. Against this back- 
drop, no doubt, the acquisition gives 
Suzlon a shot in the arm. 
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Key Growth Drivers for Wind Energy 


Source: Suzion 


Suzlon Energy — Winds of profits 
Indeed, amongst the various sources of 
alternative energy that have emerged 
in the last few years, wind energy 
seems to have excited more companies 
than any other. Skyrocketing energy re- 
quirements have meant that this once 
much ignored free source of energy has 
found more and more takers all over 
the world. Consequently, the industry 
has grown at a scorching pace in recent 
times. As per the estimates, the in- 
dustry recorded 43% growth in the fis- 
cal 2004-05. The challenge for Suzlon, 
which is an end-to-end provider of 
wind energy, hence lies in not only 
maintaining the growth rate but also 
successfully meeting the burgeoning 
demand for energy, especially China. 
How it integrates and capitalizes on 
the Belgian acquisition would decide 
a lot. 


Creating wind synergy 
The acquisition enables Suzlon to inte- 
grate gearbox technology in the develop- 
ment of its wind turbines. 

— Tulsi Tanti 


The acquisition of Hansen is a part of 
Suzlon’s expansion strategy to become 
a leading wind turbine manufacturer. 
Hansen is an established player in the 
gearbox industry with a strong focus on 
R&D and has interests in areas such 
as water treatment, material handling 





and cooling towers as well. But for 
Suzlon, it brings in crucial technology 
in the key area of gearbox manufactur- 
ing which will further help it in provid- 
ing better end-to-end solutions to the 
global customers and possibly at a 
lower cost. Commenting on Suzlon’s 
acquisition strategy, Tulsi Tanti re- 
cently told The Economic Times, “Our 
acquisition strategy is based on three 
factors: To acquire technology, which 
Hansen does through allowing us to in- 
tegrate the gearbox with the turbine. 
We can now integrate the design for 
these two and offer a better turbine for 
the future: A better, more cost-efficient 
product. This will also give us technol- 
ogy leadership...” 

The acquisition also helps Suzlon 
in its backward integration plan. The 


india 
Annual Installed Capacity in FY 2005 





Want to 


Save 


"IMIBISE =. 





Become an IBTC Member and enjoy large discounts and benefits. 


IBTC (International Business Traveller’s Club) 
cuts your hotel costs by 90% so that your pleasure is 100% 


For worldwide discounts, complete list of hotels and bookings log on to www.ibtcsilver.com 
or call our toll free number: 1600 22 6009 


The IBTC Silver card benefits. Please enroll me and my family members. 


My Name: 
aR ne -- D D NN CURE M MUNERE E ER RR E EE e ST LTS VADO ERR CON RENT C. REDE EU IN 


Address: 








Tel: (Res) Mobile: 
D LEBEN e s JUI: LENT Eee EARS ERA HANS A AU ON REN ee Sok EY A UPS SP ee CROCO 


Passport No.: Nationality: 
RE TR Se eee ee eT ee SSA TIE CRETE y NO A RM A MD SET RT See ENT AER eee ne m 


Marital Status: 





Vehicle ownership 





Membership fees: 
Card No.: Valid up-to: 
Main Member: Rs. 10,000/- or US$ 240: Registration fees Rs. 1000/- or US$ 22 

Security deposit: Rs. 5000/- or US$ 150 REFUNDABLE 

Spouse: Rs. 2000/- or US$43, children Rs. 1,000/- or US$22. per child below 12 yrs. Children above 12 and below 18 yrs Rs. 2,000/- or US$43. Cheque payable to 


"International Business Travellers' Club". Please charge my credit card with 


TM International Business Travellers' Club 
CBIC) 14/A, Strand House, | | Strand Road, Colaba, Mumbai 400 005. 
Tel: 22836865 / 22816811; Fax: 22836826 TOLL FREE: 1600 22 6009 


Email: Website: 








Chartered Financial Analyst a lune 2006 a 65 


ee 


Corporate Strategy 


gearbcx being an important part of the 
wind turbine generator, Suzlon now 
finds itself in a comfortable situation in 
case of bottlenecks in the future. Accord- 
ing to analysts, Suzlon's backward inte- 
gration plans, as they fall in place, will 
allow it to provide a wider range of prod- 
ucts. Further, the fact that Suzlon has 
been focusing on the technological as- 
pects of wind turbines, with tie-ups at 
the international levels will help its 
foray's into markets such as China. The 
acquisition has helped Suzlon emerge 
as a global player with market pres- 
ence, manufacturing base and R&D cen- 
ters across North America, Europe, 
India, China, South Korea and Austra- 
lia. It has also helped Suzlon integrate 
technology in its wind turbine offerings, 
which helps it have a presence across 
the turbine technology chain. 
Furthermore, the acquisition im- 
proves Suzlon's chance's to cash in on 


the huge opportunity in the carbon 
trading market globally and domesti- 
cally. The emissions trading market is 
all set to grow in the coming years and 
Indian companies are expected to rake 
in $100 mn per year and a market 
share of 1046 in the initial years, said a 
report by the World Bank. The fact that 
Hansen also had realized this and has 
foeused on reducing carbon emissions 
only helps Suzlon's cause. Its gearbox 
manufacturing facility in Lommel, 
Belgium, where it produces gearboxes 
for multi megawatt wind turbines, 
started running entirely on green en- 
ergy from January 2006 thereby reduc- 
ing carbon emissions by 15,000 tons. 


Exploring markets 

European nations have been at the 
forefront in exploring the wind energy. 
According to the European Wind En- 
ergy Association (EWEA), the total in- 


Wind Turbines — At a Glance 





Wind turbines are one of the oldest DE (Distributed Energy) technologies, and have been useful for 
centuries for grinding wheat, pumping water, and a variety of other mechanical tasks. When electrical 
generation technologies were first developed, wind turbines were considered an obvious prime mover 
to drive a generator. While there are many different designs, all wind turbines capture wind to convert the 
winc's kinetic energy inte mechanical energy (in the form of a rotating shaft). In electric power turbines, 
the mechanical energy drives an electric generator. Wind energy is a pure renewable resource and 
produces zero emissions. 


Electric output for commercially available systems has grown dramatically over the last couple of 
decades. In the early 1980s, the largest turbines had a capacity of roughly 25 kW. Today, the largest 
commercial turbines have increased that capacity by a factor of 100 (over 2,500 kW). Wind energy 
systems are modular and can be clustered in areas with good wind resources to form wind farms of 
50-100 MW. or larger. At the end of 2002, the United States had an installed capacity of 4,865 MW, or 
the equivalent serving more than 1.3 million households. Europe has an even larger installed base. 


Currentiy, there are three designs of wind turbines, with some innovative new designs currently 
being developed. The three are the propeller-driven turbines, the Darrieus turbines, and the helical 
generators. Each of these designs can be modified for use in offshore wind farms. 

Propeller-driven Turbines: These wind turbines are the most common, and represent the largest 
segment of commercial wind turbines. These turbines usually have two or three slowly rotating blades 
sitting atthe top of a very tall post or tower. The turbine pivots at the top of the tower so that the propellers 
can always be aimed at the incoming wind. The propellers drive a horizontal shaft. These are commonly 

Darrieus Turbines: Unlike propeller turbines, these turbines incorporate a vertical drive shaft into 
the blade design so that the blades can capture the wind from whichever direction the wind comes. 

Helical Wind Generators: These turbines have vertical drive shafts like Darrieus designs, but the 
blades are integrated into one unit that looks like a large screw. Helical turbines are versatile and much less 
intrusive—physically or visually—than the larger Darrieus and propeller type designs. 


66 a Chartered Financial Analyst g June 2006 





MEX INST 
ualoDai ANN 


(for the year 2004) MW (9) 
Vestas (Denmark) 2,783 34.10 
Gamesa (Spain) 1474 18.10 
Enercon (Germany) 1,288 15.80 
GE Wind (US) 918 11.30 
Siemens (Denmark) 507 6.20 
Suzlon (India) 322 3.90 
Repower (Germany) 276 3.40 
Mitsubishi (Japan) 214 2.60 
Ecotcnia (Spain) 214 2.60 
Nordex (Germany) 186 2.30 
Source: Suzion 


stalled capacity in Europe reached 
40,000 MW in 2005—a target it was 
supposed to achieve in 2010. Other 
markets have not lagged behind either. 
Of the total capacity added globally in 
2005, more than a quarter of it was 
added in the US alone. The US wind 
energy industry installed 2,500 MW of 
wind power in 2005 making it the coun- 
try with the most new wind power. 
However, the fastest growth in the 
wind energy market over the next few 
years is likely to be driven by emerging 
economies. And China—like in many 
other industries—is expected to lead 
the way. Its burgeoning economy re- 
quires more and more electricity to sur- 
vive and it has quickly realized the po- 
tential of wind energy in fulfilling these 
requirements thereby creating a huge 
market for wind energy. According to 
estimates, China’s wind energy re- 
quirement amounts to a whopping 
250,000 MW— more than double of 
India’s total existing power generating 
capacity. China’s present capacity is 
just 1,260 MW— much less than 
India’s 4,430 MW—but is expected to 
cross 5,000 MW by 2010 and 30,000 
MW by 2020. 

Last year, Suzlon bagged a contract 
worth approximately $40 mn for a 
wind farm project in China. No wonder 
then that Suzlon has its eyes set on fur- 
ther exploring the Chinese opportu- 
nity. Recently, it announced plans to 
invest $60 mn in setting up a wind tur- 
bine generator manufacturing facility 
in China by setting up a subsidiary, 
Suzlon Energy (Tianjin) Ltd. in China’s 
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Tianjin province. The subsidiary aims 
to build seven plants, a technology cen- 
ter and a maintenance center, with a 
total investment of about $100 mn. 
Hansen also has been creating waves 
in China, although not in the wind en- 
ergy market. Last year, it received a 
few orders for gear units in chemical 
plants and cooling tower drives. Conse- 
quently, it has opened an office in 
China to take care of its operations in 
the country. Having established a 
presence in the country already means 
that the combined firm can explore the 


Key Markets Wind Power Status 2004 vs. 2009E 
Cumulative Installed Capacity (MW) 


CAGR (2004 - 2009E) 
32% 38% 


23% 23% 


Financials — Suzlon Energy Limited 


Suzlon’s Acquisition of Hansen 





market even more aggressively. Fur- 
ther, in the US market too, the com- 
pany has set up a plant with a capital 
investment of $25 mn and has a total 
capacity of 600 MW. Both the plants 
are expected to be operational by Sep- 
tember, this year. 

Commenting on the opportunities 
available for the duo globally, Manisha 
Girotra, MD and Chairperson, UBS 
Securities (India) told The Economic 
Times, “Hansen has assembly and ser- 
vice centers across the world—the US, 
the UK, South Africa, Australia, Bra- 
zil, China and Japan. Suzlon can now 
use the brand name of Hansen to get 
an entry into the European markets. 
They could also replicate this in Asia.” 
Indeed, India’s requirements for en- 
ergy are no less enticing. Many states 
in the country have been facing acute 
shortages in the recent past. 
Maharashtra, one of the most industri- 
alized states in the country, has been 
in the midst of a power crisis for close 
to half-a-decade now with a shortage of 
close to 4,500 MW. 

The Indian Government, therefore, 
has been very forthcoming in its efforts 
to encourage alternative energy 
sources. As a result, India has quickly 


2239.75 1,548.71 973.73 378846 1,917.50 384103 194248 
38.39 30.89 751 69.28 23.26 55.64 23.43 
(159.07) 48.47 99.50 (110.60) (47.94) (152.69) (65.69) 
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31.04 - 1148 10.36 4252 31.93 50.76 35.26 
26.99 18.88 9.46 45.87 38.97 71.59 49.33 
509.45 393.21 27308 902.66 392.44 81733 397.35 
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461.03 360.16 253.74 82119 — — 36146 — 36512 - 
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climbed up the ladder in the potential 
markets for wind energy. According to a 
report by the Brussels-based Global 
Wind Energy Council (GWEC), India 
was the strongest market for wind en- 
ergy in Asia in 2005, with over 1,430 
MW of new installed capacity, and 
placing it fourth globally in terms of 
new capacity additions. 

With such opportunities waiting to 
be explored, the Suzlon and Hansen 
combine can only look forward to fur- 
ther good times. So far, the acquisition 
of Hansen has worked well for Suzlon, 
the impact of which it expects to be re- 
flected in the first quarter numbers of 
FY'07. However, going ahead, Suzlon 
faces increasing competition — both in 
domestic as well as international mar- 
kets. In the domestic market, already 
entrepreneurs like Anil Ambani have 
entered the wind energy market 
(through NEPC) with an eye on the 
emission trading market. Nonethe- 
less, with its early lead in the wind en- 
ergy market, Suzlon is racing ahead to 
explore the opportunity. « 


Amit Singh Sisodiya 
and Akhil Tandulwadikar 
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Outsourcing War 


India vs. China 





With increased momentum in outsourcing, the two Asian giants are 


ina and its neighbor, India have 
been causing a flutter in the 
outsourcing business by clinch- 
ing more and more deals in the global 
market. The outsourcing phenomenon, 
which began in the 1990s, has benefit- 
ted a number of developing economies; 
more particularly India and China. 
Imparting a new impetus to these na- 
tions, it has transformed them into po- 
tential economic superpowers. These 
two Asian giants continue to lead the 
outsourcing force with unique 
strengths. While China is seen as an 
industrial powerhouse, India is consid- 
ered as a powerhouse in services with 
China trailing close behind. This close- 
ness of “The Dragon" is generating 
fear among the Indian software 
outsourcers. 
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increasingly digging into each other's markets. 








Currently, India's share in the glo- 
bal market for IT and BPO stands at 
44%, India’s revenue from this sector 
was $28 bn in 2004-05 as against the 
total global market worth of $40 bn. 
With the rapidly developing software 
market reaching RMB3.13 bn in 2005, 
and expected to reach RMB7.49 bn by 
2009, India faces an ominous compe- 
tition from other emerging markets, 
more particularly from China. With 
increased momentum in outsourcing, 
the two Asian giants are increasingly 
digging into each other's markets. 
Both economies are indulging in in- 
creasing investment in the other's 
economy to profit from rapid economic 
development and the outsourcing 
boom. India's leading outsourcers 
have been quick to establish their 


presence and reap benefits from the 
flourishing Chinese economy. Infosys 
Technologies, the software giant, 
plans to explore and expand its busi- 
ness in China with an investment of 
$65 mn over the coming years. Infosys 
is followed closely by other big Indian 
companies such as Tata Consulting, 
Wipro and Satyam Computer Ser- 
vices. The scarcity of skilled labor and 
the high growing cost of labor in India 
are said to be one of the reasons for 
extending their global operations 
from China. On the other hand, 
China's corporate giants are increas- 
ingly exploring Indian markets. The 
driving factor behind Chinese invest- 
ment in India is the nascent and less 
established information services in 
China as against the experienced and 
high-level position of India. Chinese 
corporates backed by their govern- 
ment have found Indian land to be the 
best for training and investment op- 
portunities to boost their software re- 
search and development. 


The perceived threat 

Cost of labor and the presence of a 
large talent pool have always been con- 
sidered as a major factor that makes 
India stand out as the preferred desti- 
nation. However, the growth of skilled 
labor in India has not kept pace with 
the spectacular growth in outsourcing, 
resulting in a shortfall in skilled 
workforce. Despite 130,000 engineer- 
ing graduates passing out each year, 
only 10 to 20% seem to have the re- 
quired level of knowledge expected by 
software companies. Consequentially, 
Indian companies are recruiting more 
and more skilled labor from outside to 
fill in cadre at the lower, middle and 
senior managerial levels. Adding to 
this peculiar situation, more and more 
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Business Environment 


US and UK companies are establish- 
ing their foothold (back office 
operations) in India to reap from this 
IT boom. The consequences are obvi- 
ous. The cost of labor is spiraling with 
Indian managers demanding salaries 
similar to those shelled out to outsid- 
ers in their currency equivalent. The 
domestic companies have been losing 
to multinationals on the wage front, 
and this phenomenon has been felt 
across all industry lines. Another con- 
sequence is the increased employee 
turncver. The average attrition rate is 
put at 40% at the entry level and is es- 
timated to move upwards to 60% at 
times. The increased volatility in the 
job market, imbalance in the wage 
structure, and the widening gap be- 
tween demand and supply had created 
a number of doubts as to India's 
sustainability as the leader in IT 
outsourcing. 

On the other hand, the Chinese 
economy scores a point in the availabil- 
ity of skilled and low-cost manpower. 
Also, there is an increased government 
investment in the establishment of spe- 
cialized software institutions. 
McKinsey's latest quarterly report 
states that there are 24 million English 
speaking graduates im China. This large 
talent pool provides evidence that the 
turnover rates and wage inflation can 
never be a cause for concern, particularly 
in a country, where government’s fiat 
rules the roast. 

China has a well-developed 
infrastructural support in most parts of 
China. India, on the other hand, needs to 
work vigorously towards building its ba- 
sic infrastructure—water, transport, 
power and communication—though it is 
agreed upon generally that the infra- 
structure at the technological parks is 
advanced. 


Grass root level 

China is definitely ahead of India on 
all macroeconomic fronts. However, 
despite all the tall talks there is no 
wholly indigenous world-class com- 
pany like India’s Infosys in China. Its 
superiority in the manufacturing sec- 
tor can be partly attributed to the For- 
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eign Direct Investment (FDI) model. 
Its pathway to growth has been differ- 
ent from the pathway adopted by the 
Indian Government. Indian edifice to 
growth has been its confidence and 
strength in domestic entrepreneur- 
ship. The Indian environment has 
been conducive to thriving of private 
industries, most of which are knowl- 
edge-based. The wholehearted sup- 
port rendered to entrepreneurship has 
even taken the form of flourishing 
capital markets. This fuller explora- 
tion of internal resources is going to 
make India achieve sustainable 
progress than FDI-driven China, al- 
beit slowly 

India's Government policies, a well- 
established and appreciated banking 
and financial sector are conducive for ef- 
ficient use of capital. It has a very well- 
educated, English speaking population, 
which makes it a more attractive hub. 
Even if the population of China is more 
than the population of India, the abun- 
dance of highly skilled, qualified engi- 
neering professionals stands as a dis- 
tinguishing factor to make India a pre- 
ferred software outsourcing hub. 
Though McKinsey's latest quarterly re- 
port has put the figure of the English 
speaking force at 24 million, the fact re- 
mains that a majority of Chinese can- 
not effectively communicate in English. 
All this justifies that India is the lead- 
ing destination for the outsourcing 
world. 


Work Constantly Moving Up 
the Value Chain 








ag 


The Chinese economy 


To stay ahead in the competitive 
outsourcing market, Indian outsourcers 
are moving steadily from low value addi- 
tion stage to high value areas. Customer 
interaction services, finance and ac- 
counting services, and human resources 
administration have evolved as distinc- 
tive high value promising areas. 
Nasscom estimated that these areas ac- 
counted for 89% of total revenue gener- 
ated by the BPO-ITES industry in 2004- 
05 and expects this proportion to con- 
tinue in 2005-06. With a large pool of 
knowledge workers in medicine, phar- 
macy, biotechnology, engineering, law, 
etc., India is gearing up to move from 
BPO to KPO. KPOs accounted for 11% of 
the industry’s revenue in 2004-05 and it 
is expected to grow higher in the coming 
years. The KPO industry is expected to 
reach US$17 bn by 2010 with India ac- 
counting for 85% of the share. 

To conclude, India with its vast po- 
tential is poised to be a leader in the 
knowledge-based industry. But “to sus- 
tain our competitive advantage”, as 
S Ramadorai, Nasscom’s Chairman 
said, “the industry must engage closely 
with academia to create the right talent 
pool, collaborate with the hardware in- 
dustry in microelectronics and embed- 
ded software, maximize employment op- 
portunities and elevate service excel- 
lence through R&D and quality- 
benchmarked delivery." «^ 


— € Padmavathi 
Faculty Member, Academic Wing, 
The ICFAI University, Hyderabad 
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Homes with Hedges 





The property markets, America's largest asset class, have now found a Way 
lo hedge against uncertain housing prices. 





ver the last couple of decades, 

the pattern of investing in asset 

classes such as currency, bonds, 
equities and commodities has trans- 
formed with the emergence of derivative 
markets. But, only the property markets, 
which are the biggest asset class among 
all, have failed to follow suit. The US 
housing market, which has $21.6 tn domi- 
nating the entire investment classes, has 
now found a way to hedge against the fall- 
ing property prices. The US has started 
applying modern finance techniques to 
hedge the risks associated with its hous- 
ing market. Andrew Baum, Principal and 
Chairman, Oxford Property Consultants 
(OPC) says, “Lack of acceptable index and 
domination of real estate industry have 
delayed introducing property deriva- 
tives". But all this is going to change 





shortly as the Chicago Mercantile Ex- 
change (CME) is planning to introduce in- 
dex-based futures and options linked to 
property in the month of May, a new way 
to bet on the booming housing market. 


A new era 

Certainly, the booming housing market 
has been the driving force behind the in- 
troduction of derivatives. Investors and 
households believe that the US housing 
markets are experiencing the bubble due 
to low mortgage rates. Over the past few 
years, the median single family home 
value and ownership rates have been in- 
creasing sharply. According to the Na- 
tional Association of Realtors, the me- 
dian value for existing single-family 
homes was $206,600 in 2005, up from 
$170,000 in 2003. Consequently, con- 


cerns are mounting that the present hous- 
ing bubble burst will result in home own- 
ers' financial distress. 

The property derivatives offer a num- 
ber of advantages to the investors such as 
gaining exposure to property without 
owning it, offsetting the risk in the exist- 
ing portfolios, reduced transaction costs, 
benefits of price discovery. The property 
derivatives allow the transfer of property 
risk without the need to buy or sell physi- 
cal property. Accordingly, the investors 
who want to hedge risks and speculate on 
housing prices indices across 10 cities can 
as well trade on the national index. With 
the transaction costs at an estimated 
0.5% for buying a derivative, compared to 
896 of trading in property, the ability to 
buy exposure to property markets with- 
out the risks and expense of choosing and 
managing buildings is highly attractive. 

It is uncertain who the potential in- 
vestors are going to be in new property 
derivatives. Retail investors, property 
companies, institutional investors (insur- 
ance companies, pension funds, etc.), in- 
termediaries (investment banks) and 
hedge funds with generally large posi- 
tions in the real estate may be interested 
in the property derivatives. Shiller says 
that mostly derivative markets are the 
tools that large and institutional inves- 
tors can use to reduce risks. Mortgage 
bankers could also hedge against falling 
real estate markets that would increase 
defaults. The derivatives may add stabil- 
ity to the economy by allowing institu- 
tions to hedge their exposure to home 
price fluctuations and to diversify poten- 
tial impact of sustained decline in home 
prices. In addition, one can quickly change 
the composition of portfolio, switching 
from retail to offices. As there is uncer- 
tainty associated with housing projects, 
indices are useful for betting a year ahead 
while the derivative products are more 
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useful for commercial investors such as 
developers and contractors. However, 
CME hopes that main customers will be 
institutions, and also there is a surprise 
interest on the part of retail investors. 


Property indices 

Attempts to set up derivatives markets 
for real estate have so far met with lim- 
ited success. In May 2003, Goldman 
Sachs began offering cash-settled covered 
warrants on house prices in the UK, 
based on the Halifax House Price Index 
and index traded on the London Stock Ex- 
change. Though property derivatives have 
been introduced in the UK market, their 
success is limited to commercial prop- 
erty. The UK may have the advantage in 
leading the market forward due to the 
availability of relevant property indices, 
such as the Investment Property 
Databank (IPD) UK property index. 

Even a year ago, a futures market called 
hedgestreet.com had started hedging the 
risks in the booming US housing markets. 
With the small futures contracts called 
“hedgelets”, traders bet that the median 
home prices in the designated housing mar- 
kets will go up or down in three to six 
months time. These instruments are small 
and less sensitive than present derivative 
products offered by the CME. 

At present, the shares of property 
companies are good proxy for property 
market, but they offer no diversification 
from equities; so if the stock market 
crashes, shares in property companies 
will fall, even if the value of their portfolio 
is unchanged. Creating a useful and reli- 
able index of housing prices is compli- 
cated, as no two homes are identical and 
market is full of disorganized transac- 
tions. But Economists, Karl Case and 
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Robert Shiller have spent more than a 
decade to develop the housing price indi- 
ces. The Case-Shiller indices have now 
been improved to create a version suit- 
able for trading. The indices will be called 
the S&P Case-Shiller Metro Area Home 
price indices and will use the calculation 
techniques developed by these economic 
professors. 

According to Shiller, there are many 
ways to hedge property risks including di- 
rect investment, locking in home equity 
and linking the prices of a home to the in- 
dex. In direct investments, investors could 
buy futures in housing prices and profit 
from it if home prices continue to increase 
(if the investor goes long) or if they fall (if 
the investor goes short). If home prices fall 
sharply, the drop in the value of the prop- 
erty would be offset by an increase in the 
value of the futures contract. The 
homeowners intending to sell within a 
year or two can go short in the home price 
futures. If the price of their house drops, 
short position in futures can recoup loss on 
the investment. The seller could peg the 
price of the home to the index by making it 
a multiple of index for the city. When the 
index goes up and down, the home prices 
too change. So both buyers and sellers 
would have the confidence that selling 
price was fair at the time of purchase. 
Shiller says, “Real estate is already vola- 
tile and risky like the stock market. And 
risk is increasing the impression that real 
estate market only goes up, which is wrong. 
We need hedging for both sides”. 


The future path 

A successful derivatives market needs li- 
quidity. Participants will be cautious to 
enter the market if there is lack of liquid- 
ity. The hedge funds always provide this 


liquidity in the markets. Without hedge 
funds and arbitrageurs the markets 
would not be active. Reliable information 
on their biggest asset is extremely impor- 
tant. The price discovery will lead to a 
possible reduction in the boom and bust 
in the property market. The other prob- 
lem with property derivatives is the two- 
sided market. Derivatives can find the in- 
vestors when market rises; if market falls 
who will invest? So, there is a need for 
products linked to positive and negative 
movements in the index. Baum opines, 
“Confidence in the instrument, divergent 
views on the future markets performance 
and investor education will have an im- 
pact on active functioning of the property 
derivatives market.” 

Shiller comments that the real ben- 
efit for the homeowner will be when these 
derivative securities are made more user- 
friendly. “The derivative markets should 
create an environment that encourages 
insurers to develop home equity insur- 
ance, which insures homeowners not just 
against a bust but also against drop in 
the market value of the home. Such insur- 
ance should be attractive to homeowners 
if it is offered as an add-on to their exist- 
ing insurance policies”, he further opines. 

The property derivatives market is in 
the nascent stage; even in the UK, prop- 
erty derivatives turnover is increasing, 
but volumes are still modest. With inter- 
est rates rising there are many in the US 
who think that the housing bubble might 
burst at any time. For these skeptics 
thankfully the property derivatives would 
come in handy. «^ 

D Satish and 
Ravi Babu Adusumilli 
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China's Tryst with English 


A Win-win Situation for China and India 


Of late, China has woken up to the advantages which the knowledge of the English language confers upon its 
votaries—global competency and unlimited trade opportunities. 





Chinese have ultimately ex- 
tended a red carpet welcome to 
= the English language. The na- 
ticnal leadership, in its pursuit to make 
China the supreme economic power, has 
explored and started exploiting every op- 
tion: and the latest weapon in their arse- 
nal is English. The incumbent economic 
superpower, US, has welcomed this move 
ofthe Mandarins, who dream of overtaking 
them. with both interest and caution. The 
Nazional Intelligence Council of the US, 
the numero uno intelligence agency, has 
predicted, “By the year 2020, China and 
Indis will be vying with the US for global 
economic supremacy." And that means 
overall supremacy! 

Both India and China are very much 
aware of the benefits of globalization in the 
current scenario under the WTO regime. 
Hence, both the countries have lived up to 
the challenges as well as the economic op- 
portunities in the 21* century that is inci- 
dental to globalization. Obviously, both 
these neighbors are the world's two largest 
markets contiguously present, and both are 
growing. Hence, they have attracted the at- 
tention of global players, most importantly 
the US. So far, the US tilt has been towards 
India, albeit, of late, China has successfully 
wooed a huge number of investors, business 
process outsourcers, etc. Interestingly 
enough, these two super markets cannot ig- 
nore each other anymore. At present, the 
trade relation between the two countries, in 
economic terms, is not very encouraging. 
According to an estimate, "China accounts 
for just about 4.5% of India's total world 
trade; India's position in the total Chinese 
trade is even more insignificant, with the 
share being just about 1%.” It’s a deplorable 
situation, indeed. 
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What ails China's business establish- 
ment vis-à-vis India? Whether competition 
is lacking between the two largest markets 
of the world or cooperation, or both? The an- 
swer lies in the fact that the Chinese com- 
panies find “language” a barrier to do busi- 
ness in the global arena (with India, too). 
But the Chinese have realized the potential 
of English and have started learning it as 
the new mantra of success. The absence of 
an English-speaking workforce has been 
impacting the growth of the BPO sector in 
China, unlike India, and impairing the IT- 
enabled services. Having a more or less 
similar culture, being the two highest popu- 
lated countries, India and China could give 
shape to a new world order but for a com- 
mon language, undoubtedly it is English. In 
the areas of IT-enabled services and other 
knowledge-based industries, bilateral 
trade could scale new heights as also the 
global trade of China in these areas. There- 
fore, the Chinese really have no option but to 
learn English. 

At present, an estimated 220 million 
Chinese are learning English. By 2025, 
however, China’s English speakers will 
have exceeded the native English speakers 
in the rest of the world. It is estimated that 
business involving English language ser- 
vices is likely to cross the present $60 bn a 
year. Besides, the growing demand for 
high-tech teaching and English language 
teachers are astounding, as also the need 
for English teaching materials. 

Thus, English has emerged not only as 
a medium for trade but also a trade in it- 
self. Now the question is, how can India 
tap this business opportunity and be a 
gainer; or is it going to be a loser in the long 
run by conceding global trade benefits to 
its trade partner (rival!) 


Chindia — A better alternative 
Should China rely on India for standard 
English education? India can supply 
China what it exactly needs—quality 
teachers, textbooks for all levels and in all 
fields, and institutions for learning (both 
traditional and virtual). As China does not 
really want to hire the services of native 
speakers of English, fearing westerniza- 
tion of its society and culture, it will allow 
India to be its partner in teaching and pub- 
lishing in English. China can derive the 
benefits of India’s unique position as an 
English-speaking nation. 

To quote David Crystal, a famous lin- 
guist: “India has a unique position in the 
English-speaking world. I see it as a lin- 


'guistic bridge between the major first lan- 


guage dialects of the world, such as British 
and American English, and the major for- 
eign-language varieties, such as those 
emerging in China and Japan. China is the 
closest competitor, but it does not have the 
linguistic pervasiveness of English en- 
countered in India. Nor does it have the 
strength of the linguistic tradition, which 
provides multiple continuities with the 
rest of the English-speaking world." Given 
this, India can play a vital role in impart- 
ing English language education to China, 
both offline and online. By 2015, 
collaboratively, India and China will be 
ruling over the global KPO industry. 

Does India fear an English-speaking 
China? Of course, the apprehension that 
an “English-enabled” China might emerge 
as a great contender does exist. But coop- 
eration for joint profit will drive away all 
the misapprehensions. «^ 


— Rajendra Kumar Dash 
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US 


Debate on Illegal Immigration 





The proposed US anti-immigration bill is caught in the middle of a fierce 


debate. 





ay 1, 2006 can be rightly 

called the *day without 

immigrants", as hundreds of 
thousands of immigrants and their 
sympathizers abandoned their work to 
stage a peaceful protest against the US 
government's proposal to pass a law 
against illegal immigrants. The pro- 
tests were triggered by the prospect of a 
new bill aimed to criminalize illegal im- 
migrants and those who support them, 
as well as build a 700 mile long wall 
along the 2,000 mile border with 
Mexico, which already has 83 miles of 
fences. These protests spread the mes- 
sage across that immigrants are an in- 
dispensable part of the US economy 
and, hence, deserve the right to continue 
living and working in the US. They went 
a step further by asking the US govern- 


ment to legalize their status. Analysts 
in both political parties are of the opin- 
ion that these protests may hinder the 
chance of enforcing the proposed Immi- 
gration Bill. Earlier, immigration is- 
sues were mostly confined to specific re- 
gions as more than half of the immi- 
grants lived in four states— Texas, Cali- 
fornia, Florida and New York —but now 
it has become a national phenomenon. 
The protests may be a cumulative 
effect of several factors. The US Home- 
land Security officials were of the opin- 
ion that the proposed immigration law 
can provide a quick and easy way to de- 
tain people who could be potential ter- 
rorists. According to them, the intention 
was to make it tougher for terrorists to 
obtain driving licenses and for people 
without proper identification to board 





planes or enter federal buildings. But 
the bill would also enable checking all 
the immigrants. Many of the states are 
themselves passing their own laws 
against immigration. The state of Cali- 
fornia passed a law to deny state 
funded medical, educational and other 
social services to undocumented work- 
ers. US citizenship is also denied to 
children born to undocumented work- 
ers. Threats of deportation are common 
to these undocumented workers. 

According to the Alvaro Vargas 
Llosa, a Senior Fellow and Director of 
The Center on Global Prosperity at the 
Independent Institute, the protest had 
its impact. The Senate revised the bill 
and is contemplating a very different 
solution that would allow illegal immi- 
grants staying in America for more than 
five years to become guest workers and 
then citizens. It would also assure that 
these undocumented workers who 
stayed in America for two to five years 
would get a guest worker permit if they 
went back to their countries and ap- 
plied for it in the US Consulate. 

The anti-immigration bill has 
sparked a nationwide political debate. 
Conservative America is mostly 
against legalizing the illegal immi- 
grants; whereas, the west and east 
coastlines, a much more liberal side of 
the nation on issues of this kind, are in 
favor of it. The immigration issue has 
now become a problem that, if not man- 
aged carefully, could quickly become a 
historic liability for the present ruling 
party. The Bill would have an unfavor- 
able impact on the US born colored and 
hispanic citizens as compared to 
whites, because a much larger share of 
minorities in the US are in direct com- 
petition with immigrants. 

The proposed immigration bill 
would have a great impact on the eco- 
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nomic, social and political scenario in 
the US. For every study that shows how 
immigrants contribute to the economy, 
another concludes that they deplete the 
nation’s economic resources. Illegal im- 
migration has both negative and posi- 
tive impacts. Even though the economic 
impact of illegal immigration is far less 
significant to other trends in the 
economy, such as the increasing use of 
automation in manufacturing or the 
grcwth in global trade, it arouses pas- 
sion among people. 

Immigrants represent almost 25% 
of agriculture and 20% of the construc- 
ton industry in terms of labor. Pres- 
ently, Hispanic purchasing power ex- 
ceeds $700 bn and is projected to reach 
$i tn by 2010. Corporate America is 
largely favorable to immigration be- 
cause they understand its economic 
value. Many businesses prefer Hispan- 
ies to work for them even if they have 
entered the US illegally as they work for 
low wages. The negative impact of loose 
immigration policy is that the undocu- 






*comScore Media Metrix July 2005 


76 1 Chartered Financial Analyst # June 2006 


Twice as large. 


Monsterindia gets 111% more unique 
visitors than its nearest competition. 


mented workers do not pay taxes, but 
utilize government services. Unions are 
mostly against this due to the wage eco- 
nomics. 

Some experts are of the opinion that 
illegal immigration is fueling a finan- 
cial crisis across 24 counties. Millions of 
dollars are spent on these illegal immi- 
grants to fund law enforcement and 
health programs. Harvard's Professor 
and Economist George Borjas is of the 
opinion that the average American's 
wealth has increased by less than 146 
because of illegal immigration. On the 
other hand, the benefits of illegal immi- 
gration are resulting in the reduction of 
wages for corporate America, which im- 
plies that the rest of America benefits 
by paying lower prices for things like 
restaurant meals, agricultural produce 
and construction. The dearth of illegal 
immigrants in places like Chicago and 
Miami would increase the demand for 
the legal workers and a rise in the 
wages. The influx of workers from other 
parts of the country would soon lower 
the wages. | 

Despite the vast amount of revenue 
spent by the American government on 
immigrants, the US economy is still 
very productive because of the technol- 
ogy, and that could be the reason behind 
its sustenance. However, if this kind of 
uncontrolled immigration continues, 
the deficit is not sustainable and the 
immigration laws need to be amended; 
but if the bill is imposed blindly, for- 
eigners will lose faith in the US. The 
absence of illegal immigrants would 
lead to automation of certain 
industries, which may increase the 
investment. 
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Balancing the act 
Discussing the political impact of the bill, 
Professor Llosa says that the current pro- 
posal which has bipartisan support 
would legalize most immigrants who are 
already in the US. Both parties see ex- 
panded legal immigration as a danger to 
their electoral prospects. The effect of 
these protests would definitely be felt in 
future elections. Even though the conser- 
vative republicans are against immigra- 
tion, Hispanics have been turning to the 
Republican Party increasingly (4096 of 
them voted for the Republicans in the last 
election) and many of them share the val- 
ues of hard work, thrift, and enterprise 
that used to be associated with republi- 
canism. The public at large is divided on 
the issue, but the Bush crowd is mostly in 
favor of it. Democrats are favoring it, but a 
large segment, especially in South 
America, is against it. Republican's are 
likely to lose the elections in places that 
are largely inhabited by Latinos. 
President Bush is trying to draw a fine 
line amidst the controversy. He does not 
support giving amnesty to those who are 
already in the country illegally, saying 
that it would only serve as an incentive for 
increased illegal immigration; but he also 
added, “It is neither wise nor realistic to 
round up millions of people, many with 
deep roots in the US and send them 
across the border". According to Bush, 
“There is a rational middle ground be- 
tween granting an automatic path to citi- 
zenship for every illegal immigrant and a 
program of mass deportation. In any case, 
it deserves compassinate treatment. (^ 


D Satish and Krishna Priya 
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Sense and Sensex 
Are they strange bedfellows? 


“Sensex nose-dived by 826 points”; “Meltdown: investors lose 
Rs.2,25,681 crore"; “Largest fall in BSE’s 130 years" - thus 
screamed the market players on Thursday, 18th May 2006. 
Cominz to the details: The market suffered its biggest single 
day fell of 6.8%. As the benchmark index fell from an intra-day 
high of 12217.81 to 11391.43, it wiped out a whopping 
Rs. Rs.2,25,681 crore of market capitalization — all in a mat- 
ter of a day's trading. No support was witnessed even at 
11400 levels, though; unlike on May 17th 2004 it did not trig- 
ger circuit breakers. 

‘Volatility’ is, of course, not new to stock markets, but what 
is disturbing this time is its extreme reaction. And, what mat- 
ters more here is reaction to what? Market Pundits are, of 
course, ready with answers, though on hindsight: it is the glo- 
bal meltdown that tanked Sensex. Every market analyst sang 
in chorus that globalization is the prime 
cause for the current market crash. True, it is 
the globalization that has provided infinite 
liquidity in the form of FIIs that took the In- 
dizn stocks to dizzy heights. And it is the 
same globalization, which had knocked the 
Sensex off the cliff and crash-landed it in 
Chowpati. What more do you need to prove 
the force behind the crash than the fact that 
Fils dumped Rs.2500 crore worth of stocks 
in one week. 

But, then, is it all that sudden, or that 
unexpected? “No”, it’s not a storm on a clear 
sunny day, for it was only on Monday, May 15th that the 
Sensex lost 463 points. For that matter, Dalal Street has 
been witnessing ‘disturbances’ for the last two weeks. Nor did 
the turbulence felt in the global stock markets for the last one 
week make any sense to the market. Despite the signals 
about the impeding turbulence being so pronounced no one 
prepared to tighten the seat belts; on the other hand, everyone 
preferred to cheer the sorts of recovery noticed in Sensex sub- 
sequently. And that is the influence of hubris’? Or, sense and 
Sensex cannot be cosy bedfellows? 

There is of course another story doing rounds as a cause for 
the historical crash. It runs thus: the CBDT issued a circular 
inviting comments from the interested parties by May 25th on 
a circular which was issued by it on 31-8-1989 prescribing 
guidelines to distinguish between shares held as ‘investment’ 
by FIIs from ‘stock in trade’, and accordingly tax their returns, 
for it now wants to issue supplementary instructions on tax 
liabilities. “That is enough” is what analysts said, to make 
the market that is on a bull run to get tanked. And see the 
‘timing’ CBDT chose to attract the attention of players to tax- 
"related issues! It is a different matter that the CBDT may not 
be in the know of the likely impact of its action on the market, 
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yet it did rock the market till at last the finance minister 
dispelled the fears by clarifying the position. But, once set in 
motion, the fall, in a bull market, as the theory tells us, cannot 
but run for long and that’s what did happen. 

And, of course, it is not for the first time; we did witness 
such spooking by the government once in a while — albeit unin- 
tentionally. Similarly, global events impacting the Sensex is 
nothing new, for we have been witnessing such falls ever since 
we have thrown open our markets to FIIs. Reports are agog 
about the underlying reasons for the current turbulence in the 
global markets: heightened fear about rising inflation rates, 
rising long-term global interest rates, falling dollar, record US 
trade deficit, etc., are all contributing their mite. Yet, we don’t 
heed to them. What is more distressing is, we refuse to change. 

This reminds us of a dialogue that Bill Watterson wrote 
for Calvin and Hobbes cartoon. While ca- 
reening through woods in their red wagon, 
Calvin turns to Hobbes and says: “it’s true, 
Hobbes, ignorance is bliss! Once you know 
things, you start seeing problems every- 
where. And once you see problems, you feel 
like you ought to try to fix them. And fixing 
_ problems always seems to require personal 
_ change. And change means doing things 
. that aren't fun! I say phooey to that!” 

In the meanwhile their wagon heading 
downhill picks up speed. Calvin turns to 
Hobbes and says, “but if you're willfully stu- 
pid, you don't know any better, so you can keep doing whatever 
you like! The secret to happiness is short-term stupid self- 
interest!" 

But Hobbes, peeping into the valley below utters in an anxi- 
ety-filled tone: “We are heading for that cliff!” Calvin putting 
his hands over his eyes says, “I don’t want to know about m" 

They fly over the cliff and crash-land. Hobbes then mut- 
ters, “I’m not sure I can stand so much bliss." Calvin responds, 
«Careful! We don't want to learn anything from this." 

Any take-home from this? "Yes", markets are changing 
everyday. Change could be triggered by any event: rising infla- 
tion rate in the US and the consequent rise in interest rates 
can simply mop up the free-flowing dollars from Asian mar- 
kets, which means further fall in the market. Investors must 
therefore change their investment plans with agility, while 
regulators should realize the significance of changing times in 
which, pronouncements are prone to deliver unintended re- 
sults unless timed properly. So, any takers for willingly be- 
coming ‘change managers’? e 
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"Office of Profit Bill" 
Lessons for India Inc. 


Controversies aside, the act of Dr. Abdul J Kalam, the President of India in 
returning the "office of profit" Bill of 2006, which enlarges the scope of exemption 
under the 1959 Act to include 46 more posts, that, too, retrospectively from April 
4, 1959, the date on which the original Act came into force, to Parliament for 
consideration on the issues: One, to reconsider the proposed bill in the light of 
"settled interpretation" of the expression, “office of profit”, and “the underlying 
constitutional principles therein"; two, "evolution of generic and comprehensive 
criteria which are just, fair and reasonable and can be applied across all the 


. States and Union Territories in a clear and transparent manner", and three, the 


wisdom of giving retrospective operation to the bill; gave a shot in the arm for the 
otherwise decrepit governance (in the country) which, according to World Bank is 
nothing but "exercising of political power—a kind of power that solidly rests on 
a strong legal foundation, maintenance of a non-distortionary policy environ- 
ment with macroeconomic stability, investment in basic social services and 
infrastructure, protecting the vulnerable, and protecting the environment to 
manage a nations affairs." 


This Act ofthe President epitomizes what the Chandogya Upanisad ordains 
people as to how to conduct themselves: Yadeva Vidyaya Karoti, / Sraddhaya, 
Upanisada, / tadeva Viryavattaram bhavati (whatever work is done with knowl- 
edge/through faith and backed by meditation/that alone becomes most effec- 
tive). It says that Vidya—knowledge of work, the theoretical and conceptual 
clarity of subject—is the primordial requirement for efficiency. Knowledge, sans 
Sraddha —faith, remains static, remains a mere possession. Sraddha evinced 
by the seeker alone energizes Vidya and transforms it into Karma, i.e., action. 
This Sraddha however, needs to be properly channelized. Upanisad (calm medi- 
tation) helps in properly directing and disciplining one's knowledge. It makes 
one's actions meaningful, Sarvopakari (good for everyone). This flow of energy 
from faith, Sraddha through knowledge, Vidya to Karma is the basis of effi- 
ciency. 


But this flow is prone to suffer shutdowns due to the ups and downs in the 
emotional life of an individual. This automatically lowers the efficiency. 
Upanisad helps in arresting these disturbances. Meditation gathers the mind 
into itself. Upanisad fortifies the worker and his work. It simply unites “philan- 
thropic efficiency with philosophic calm". That alone makes the “governance” a 
Sarvahit (omni-benefactary). 


And that is what the President did: expressed his longing for compliance 
with transcendental principles rather than meekly submit to the transient 
majorities cobbled up in the legislatures. Fearlessly, he asked for the “sagacity 
and mature wisdom" from his "fellow Parliamentarians", perhaps to smoothen 
the rough edges of the bill. 


In all this there is a great lesson for India Inc.: The board of directors from 
India Inc. need to muster enough courage to raise critical questions, throw new 
perspectives in risk management and business strategy and metamorphose 
board meetings into brain storming sessions, and ultimately make the 
corporates vibrant and sustainable in the long run. 


GRK Murty 





We have entered the post-oil era. I want to draw all the consequences of this 
and give a real impulse to energy savings and to the use of renewable energies. 


— Dominque de Villepin 
French Prime Minister on promising aid to households over oil price 


Ordinary investors need not worry as fundamentals of the economy are strong. 

. Our foreign exchange reserves stand at $163 billion and inflation is at 4 per cent. 
— The Finance Minister 

while addressing the Rajya Sabha on May 23, 2006 


- Although the information revolution could well exacerbate existing economic 
and cultural faultiness, thus widening the global rift between the North and the 
South, it also offers the possibility of a truly interconnected ‘global village’. 


— Alan Hedley 
the University of Victoria, Canada, sociologist, 
whose position is elose to that of the techno-realists 


The prime reason for the rise in inflation was the sharp rise in prices of primary 
food articles, such as rice, wheat, bajra, barley and pulses like gram, moong and 
masur. The upward spiral in prices of milk and fish also contributed substantially 
to the rise in inflation. Price of vegetables and fru:ts and oilseeds also recovered in 
the third week of May 2006. 

— The Centre for Monitoring Indian Economy 
in its monthly review of the economy (June 25, 2006) 


We are committed to a proactive agenda for economic reforms. Our goal is 
poverty reduction by raising the economic growth, and in the long term become part 

of the developed world. 
— P Chidambaram 


Finance Minister 


If the US Fed raises rates later this month and inflationary pressures continue 
to build in the domestic economy, we could see another measured hike in July. 


— Shubhada Rao 
Chief Economist at YES Bank, Mumbai 


This is the season when the farmers have got the best price for their wheat, but, 

I cannot ignore the demands of the PDS. 
— Sarad Pawar 
Central Agriculture Minister 


India is the largest producer of cotton and has the highest loomage in the world. 

A proactive approach and a re-branding exercise to market our products abroad is 
the need of the hour. 

— Jairam Ramesh 

Union Minister of State for Commerce 
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Socceronomics 





Fun and Fundamental 








As the only game in the world that is 
played in every country and by people of 
every race and religion, football is one of 
the few institutions that is as exceptional 
as the United Nations. 

— Kofi Annan, 
Secretary General, 
United Nations. 


t’s tough not to be a fan, as football 
fever grips the world with the FIFA 
orld Cup 2006, currently under- 
way in Germany. For millions of people, 
across the globe, football is not merely 
a game. It is a religion. And as many 
realize, now it also makes great eco- 
nomic sense. True, it not only fosters 
bonds between nations, re-brands na- 
tions but also boosts the economy of 
the host, the guests and even the non- 
participant nations. 
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This time, at least, half of the hu- 
manity will be watching the 32 nations 
playing. For one month — June 9 to July 
9—statesmen, businessmen and jour- 
nalists will be focusing on this truly glo- 
bal game, which involves three Ms: 
Mind, (e)Motion and Money and boosts 
the three Es: Economy, Ethnicity and 
Eccentricity. 

And where masses are involved, it is 
but natural, business opportunities 
spring up. Obviously, the World Cup 
has brought in its wake a chance for na- 
tional economies to boom, going by the 
game's history. The positive impact of 
socceronomics, since the beginning of 
the competition in Uruguay in 1930, 
has revived and strengthened the world 
economy, besides exhorting nations to 
emulate action in unison, which the 
spirit of the game injects in viewers. 


Soccer's succor 

Soccer has always been a money-spinner 
for the host country ever since the partici- 
pants exhibited 10096 love and dedica- 
tion for the World Cup. It has come to the 
rescue of many a shattered economy. Si- 
lently it wrought miracles, which years of 
economic reforms and political planning 
had failed to do. At least it holds true in 
the case of the host countries and the 
champions of the World Cup. No doubt 
then, socioeconomic considerations rule 
the roost as countries bid to host the 
FIFA World Cup. And rightly so, as to be 
a host of the soccer World Cup is the 
winner's pride and competitors envy, as 
it not only confers prestige but also 
brings that 1% luck which every winner 
desires. 

Although a study finds that there 
was no evidence of a "Champion effect" 
(i.e., the World Cup boosting the 
champion's economy), a boost to the 
economy of the host country was 
present. According to the finding, the 
infrastructure and service sectors in the 
host country receive thrust from the gov- 
ernment and its rub-off effect is felt on 
other sectors like the hospitality, trans- 
port services, the textile and even the 
healthcare sectors. Further, selling of 
telecast rights, revenue from tickets, 
sale of beverages, etc., enrich the state 
exchequer. All this provides a big boost 
to the host nation's economy. For ex- 
ample, while the 1982 World Cup 
boosted the GDP growth rate of the host 
(Spain), the 1986 World Cup increased 
that of Mexico; the 1998 World Cup 
helped the French economy; and the 
2002 World Cup rejuvenated the 
economy of South Korea—its GDP grew 
at 7%, a rate far better than it was in 
2001 or in 2003 and 2004. However, the 
game did never start with keeping 
money in mind. 





Socceronomics 





Beyond economics 

Beyond the fun and money involved, 
there is a lot to be gained from this great 
game. Soccer appeals straight to the 
heart, though on the field it is the mind 
that controls the body that plays the 
game. What matters most in football is 
the team spirit, which, in the words of 
Kofi Annan, the Secretary General of the 
UN, is “A role model for the interna- 
tional community”. According to Joe 
Namath, “Football is an honest game. 
It’s true to life. It’s a game about sharing. 
Football is a team game. So is life.” True, 
no one would disagree that “Football is 
like life—it requires perseverance, self- 
denial, hard work, sacrifice, dedication 
and respect for authority.” It is social 
prestige on the part of the players, honor 
for the participating nations, great social 
responsibility for the organizers, and 
opium for fans. Indeed, soccer is some- 
thing beyond the question of “life and 
death”. This uncommonness of a very 
common game (football is played in al- 
most all countries of the world) makes 
football something special. In Brazil, 
which is a five times winner of the FIFA 
World Cup (including that of 2002), the 
common man sees the game as the “reli- 
gion” that unites the country and for him 
the national players are deities (Thus, 
Pele is a living god). For the player him- 
self, success in the game is more impor- 
tant than life and death. Football is in 
the blood of the Brazilians. This is more 
or less the situation in many participat- 
ing countries. 


Play India 
India’s position is 118 in the FIFA 
rankings and its only qualification in the 
FIFA World Cup so far is its disqualifi- 
cation at the qualifying level. However, 
the soccer mania is very strong—“who 
cares whether India is playing or not?” 
The 2002 Cup was watched by 75 mil- 
lion fans, and this time the number has 
touched 100 million—very encouraging 
in a country where people “eat cricket, 
drink cricket and sleep cricket”. 
However, India is still a small soccer 
market. Nevertheless, there is huge 
business opportunities to be tapped. 
ESPN, which holds the telecast rights 


Here Comes the Boost 





The table reveals that in 7 out of the 10 World Cups analyzed, output growth 
increased in the years following the World Cup. Compared to the two years prior to 
the World Cup, it led to 1% point increase (on an average) in the GDP growth rate. 
This money came from the profits made by the tourism industry from the influx of 
tourists to the host countries and the boom in the infrastructure sector. 


Real Per Capita GDP Growth Rate, Annual Percentage Rate, Two Years 
Pre- and Post- World Cup 


Year Champion Pre- Post- 

world world 

Cup Cup 
1954 Germany 7.1 9.1 
1958 Brazil 5.7 3.3 
1962 Brazil 39 -08 
1966 England 1.4 3.0 
1970 Brazil 6.5 9.7 
1974 Germany 9.5 4.7 
1978 Argentina 0.0 5.6 
1982 Italy - 0.3 1.5 
1986 Argentina -09 -24 
1990 Germany 3.3 1.3 
Mean 3.6 3.5 
Median 3.6 3.1 
Source: Penn World 


for Asia, has sold airtime during the 
matches for Rs. 80,000 to 1 lakh per 10 
seconds. According to ESPN-Star 
Sports, the owners of the TV rights in 
India for the World Cup, all the advertis- 
ing spots have been sold (amounting to 
Rs. 35 cr). The companies that are woo- 
ing the Indian viewers for their products 
include Coca-Cola, Maruti, Indian Oil, 
Philips, Samsung, Adidas, and Nike 
(world’s largest sportswear firm). The 
star hotels have made all arrangements 
for their valued customers to see the 
matches live. “Football dhamaka”, as it 
is called, can be observed having its im- 
pact on the small shopkeepers, vendors 
and the gullible buyers, leave alone huge 
malls attracting the customers with “Up 
to 80% discount” schemes. Thus, all 


Host Pre- Post- 

world world 
Cup Cup 
Switzerland 4.0 5.5 
Sweden 1.9 4.0 
Chile 3.2 1.8 
England 1.4 3.0 
Mexico 2.9 5.2 
Germany 95 47 
Argentina 0.0 5.6 
Spain - 0.6 0.5 
Mexico - 2.2 0.6 
Italy 2.4 0.9 
2.2 3.2 
2.1 3.5 


signs indicate Indians have caught the 
“soccer fever.” 

What does all this mean? First of 
all, it shows India’s increasing interest 
in global events. Second, Indian busi- 
ness houses, MNCs, sports clubs, and 
advertising agencies are all agog to reap 
the dividends from the World Cup fever. 
Last but not the least, soccer is begin- 
ning to end the monopoly enjoyed so far 
by cricket. Let us hope India gives more 
attention to this game than ever and 
will like to promote her status from a 
member of FIFA to a participant in the 
FIFA World Cup. «^ 


Amit Singh Sisodiya 
and Rajendra Kumar Dash 
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The steady decline of the greenback and the US policy of "non- 
intervention" may have risky consequences not only for the US but also for 
the entire dollar-tied global economy. 





midst the burgeoning US trade 

and budget deficits and waning 

investor confidence in the US 
bonds and stocks, the dollar has been los- 
ing its value against a blend of worldwide 
currencies, after having gained value 
zhroughout 2005. The decline got momen- 
tum since April 21, 2006, when the G7 
nations declared that they wanted Asian 
countries to allow their currencies to be 
strengthened in order to reduce their 
growing trade surpluses with the rest of 
the world. Accordingly, the dollar has 
been losinz its status as the world's major 
currency. The dollar broad-weighted 
trade index has fallen by 18% since Feb- 
ruary 2002. Besides, the recent tax cuts 
and Iraq war have caused the US an ex- 
ternal debt of over US$2.5 tn. As against 
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this, the rest of the world was subsidizing 
the world's major economy at a rate of 
more than $50 bn per month by 2005. 
Nevertheless, policy makers in the 
US have largely ignored the issue and 
their policy of “non-intervention” may 
prove to have risky consequences, not only 
for their economy but also for the entire 
dollar-tied global economy. Most foreign 
investors channelize their money into the 
US because it is a great investment. But 
the question now is: With the falling 
dollar's value, is the US still a safe haven 
for the investors? Nowadays, amassing 
money in the US is not all that compelling 
a deal. Foreign investors may soon de- 
mand higher interest rates in order to 
keep their money flowing into the US. Fi- 
nancial experts predict the dollar to de- 


preciate further this year, especially 
against the Japanese yen and other 
Asian currencies. Though the weakening 
dollar doesn't augur well for the long-term 
bonds of foreign investors, it could start 
eliminating the huge imbalances that 
have built up in the US trade accounts, 
which will in turn be a good sign for the US 
economy. On the other hand, the IMF has 
declared recently that the dollar will have 
to depreciate "significantly" over the me- 
dium-term if global economic imbalances 
are to be resolved in an orderly fashion. 


Losing the shine? 
During early 2000, the US Federal Re- 
serve reduced the interest rates to soften 
the effects of the collapse of technology 
bubble and uncertainties created by 
9/11. Not just that, the US consumers 
have been saving less and consuming 
more as a result of this low-interest rate 
regime. Much of the growing trade gap 
has been caused by consumer spending 
and buying cheap goods from China and 
other parts of the world. William 
Gamble, President, Emerging Market 
Strategies, says, “Americans have been 
encouraged to spend because of the low 
interest rates of a loose monetary policy. 
This has also encouraged a rise in real 
estate prices. New and more sophisti- 
cated methods of lending have allowed 
consumers to easily borrow against their 
homes, while interest paid on savings is 
unattractive. As interest rates rise and 
housing markets slow, so will consumer 
spending." Going by these developments, 
policy makers are taking some mea- 
sures to correct the system. Fed's new 
Chairman, Ben Bernanke, hinted on a 
rise in inflation levels, resulting in a 
slackening of the US economy in the sec- 
ond half of the current fiscal. 
Historically, whenever any currency 
crisis occurred across the world, capital 
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always flowed into the US im search of a 
safe investment option. The unprec- 
edented rise in the dollar caused a drop in 
prices of all the things priced in dollars: 
oil, commodities, metals, gold and of 
course all US imports. However, when 
the dollar entered the bear market in 
2002, prices of all these commodities 
started to rise. Now, there are signs that 
investors are selling off dollars due to ris- 
ing attractiveness in other assets. Specu- 
laters are selling off dollars and buying 
commodities like gold and oil, forcing up 
their prices further, apart from buying 
euro and yen. Though China factor has 
played a dominant role in the prices of 
some commodities, the impact is more 
because of the dollar alone. In order to 
benefit from offshore manufacturing, 1.e., 
huge exports from the low-cost countries 
in late 1990s, Japan and China have in- 
vested their trade dollars in the US trea- 
suries instead of selling those dollars in 
the foreign exchange markets, thus con- 
tributing to the low interest rates and ex- 
acerbation of the US trade deficit. Conse- 
quently, the prominence of dollar as a glo- 
bal dominant currency is at stake. 

The dollar share of global foreign ex- 
change reserves has already fallen from 
80% in the mid-1970s to around 60% 
now. The same was witnessed in early 
1990s after the dollar's previous long 
slide, but the dollars pre-eminence sur- 
vived. However, there was no alternative 
to the dollar at that time. David Gilmore, 
a partner at Foreign Exchange Analytics, 
says, ^The dollar is losing some of its 
sparkle because the economies in Europe 
and Japan are beginning to show growth 
that again will make them attractive to 
foreign investors." “The rest of the world is 
willing to lend to you as long as they be- 
lieve the story is they'll get their money 
back and a decent rate of return", he adds. 
*But the (American) private sector and 
public sector have kept digging them- 
selves into a hole." With the single cur- 
rency coming into vogue, the European fi- 
nancial markets have become deeper and 
more liquid. Though Europe's real GDP 
rate is lesser than that of the US, its eco- 
nomic weight has actually grown rela- 
tively when compared to that of America 
over the past seven years. 
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The spending binge of 
the US consumer and 
government created by 
cheap credit will stop and 
the US economy will slow 


down, perhaps 
dramatically. 


99 


— William Gamble 
President, Emerging Market 
Strategies 


Mounting pressures 

In the short-term, the weakening dollar 
will have a huge impact on the US 
economy. According to William Gamble, 
“The spending binge of the US consumer 
and government created by cheap credit 
will stop and the US economy will slow 
down, perhaps dramatically. This prob- 
ably would have less of an impact on the 
rest of the global economy than in times 
past due to the increased interdepen- 
dence of globalization." The declining 
dollar has resulted in higher prices of im- 
ported goods, which could lead to rise in 
the inflation, which, in turn, will cause a 
hike in the interest rates by Fed and, this 
will impact the mortgage rates. William 
Gamble says, ^Declining housing mar- 
ket, either gradually or dramatically, 
will stop consumer spending. Inflation 
created by the demand for oil and the 
falling dollar will limit the Fed willing- 
ness to cut interest rates to prop up real 
estate." 

However, depreciation of the dollar 
will make the US-made products more 
competitive out of the US and boost its 
exports. On the other han “it should 
make imports more expensive, thereby 
reducing the demand for them and fi- 
nally leading to narrowing the trade defi- 
cit, though these costlier imports could 
lead to higher inflation at home. Mark 
Zandi, Chief Economist, Moody's 
Economy.com, says, “Most of the United 
States’ trade problems have been with 
Asia in general and China in particular. 
The US ran up a record trade deficit of 


$726 bn last year, $202 bn of it with 
China.” He further says, “The Chinese 
currency is massively undervalued, prob- 
ably by as much as 30%. The yuan will 
revalue, but in a slow orderly way, 
because it is controlled by the Chinese 
government.” He predicts that China 
will let its currency appreciate against 
the dollar “by about 5% per year over the 
next five or six years.” Japan and the rest 
of Asia will follow soon. 


Outlook 

Many economists are forecasting that 
the dollar will fall against the yen and 
the euro for the next couple of years, and 
is inevitable. If Americans continue to 
spend and borrow at the current pace, 
the dollar will eventually lose its domi- 
nant status in the international finance 
segment. However, others say that the 
declining dollar could be a powerful shift 
in global economy. William Gamble is 
very optimistic about the future of the 
US economy. He believes, “The US is 
presently having problems, and those 
problems will be solved over the next eco- 
nomic and political cycle.” In the mean- 
time, the Fed may have no choice but to 
raise interest rates to maintain foreign 
enthusiasm on dollar. It is a tight rope- 
walk for Fed Chairman Benjamin 
Bernanke to take initiatives to prop up 
the dollar with higher interest rates 
without drastically affecting the 
economy in the process. 

On the other hand, the world finan- 
cial markets are betting against the dol- 
lar and more importantly on Bernanke’s 
chances of correcting the imbalances. 
The vicious circle of a rapidly declining 
dollar is not yet fully understood by the 
American public. Experts say that “very 
few Americans realize the extent to 
which their own government has sold out 
American sovereignty by borrowing 
money overseas.” The slow and steady 
erosion of dollar value could well mean 
that poorer days are in the offing for 
Uncle Sam. (^ 


N Janardhan Rao 
with inputs from 
Ravi Babu Adusumilli 
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Narayana Murthy and Bill Gates 





Narayana Murthy—the compa- 


ssionate Chief Mentor and 
Chairman of Infosys and Bill 
Gates—the aggressive Technocrat- 
Chairman of Microsoft have 
announced their journey from “self- 
actualization” to a stage of 
"transandency". 


"I will be thrilled and privileged if the 
Board asks me to continue as non-execu- 
tive Chairman while the role of Chief 
Mentor would be going to a smart per- 
son”, said Narayana Murthy at the 25% 
Annual General Body meeting of the 
Infosys that he presided for the last 
time. This was greeted by emotional 
scenes and lavish praises were heaped 
on Murthy by the investors for taking the 
company to $2 bn revenue-mark, and 
nurturing excellent corporate values, all 
in a span of 25 years. 

Close on the heels came the an- 
nouncement of Bill Gates about his in- 
tention to handover his responsibility for 
“software strategy” immediately and re- 


duce his involvement in the company 
progressively. Bill Gates, a Harvard 
drop out, who founded Microsoft along 
with his high school chum, Paul Allen in 
1981, said he would switch his attention 
to philanthropy—working on global 
health and education. However, he hoped 
to continue as Chairman of the Microsoft 
“for the rest of his life”. He said to report- 
ers that it is not a retirement but only a 
recording of his priorities. Nevertheless, 
it’s stunned everyone, particularly inves- 
tor fraternity. 


Everyone retires, but... 
The retirement plans of Bill Gates and 
Narayana Murthy differ from the CEOs 
of any other company in many ways. 
These two are unique in the sense that 
they are not only CEOs of the respective 
companies but are also their “arch-reper- 
tories” of the knowledge that these two 
companies in effect sell. A GE, a Tata 
Sons or a Wal-Mart can find a successor, 
for all that a CEO of these companies 
required to do is to lead the existing cor- 
pus of human capital to further heights. 
But in the case of Microsoft and Infosys, 
a CEO is required to bring in not only 
“leadership inputs” but also a fat lot of 
“knowledge-inputs” since their products 
are knowledge-dominated. And that is 
where these two differ from the rest of 
the businesses. 

However, between the two, the retire- 
ment of Gates is unique. His announce- 
ment of retiring from the role of Chief 


Technology Architect reminds us of the 
- beginning scene of Kurukshetra in 


Mahabharata. It was all set for the 
battle: on one side was the Kauravas' for- 
midable phalanx and on the other side 
stood the warriors of Pandavas with 


Krishna and Arjuna in a golden chariot. 
The conch was blown as an indication for 
the commencement of battle. Amidst 
the sound of conchs, Arjuna said to 
Krishna: Draw up my chariot, O Achyuta, 
between the two armies, so that I may 
observe these men standing, eager for 
battle. 

Krishna placed the chariot just 
where Arjuna wanted. Arjuna cast his 
eyes on the warriors ready for battle. 
They were his grandfather, teachers, 
uncles, brothers, sons, dear friends, 
comrades. He looked again and again 
at them and all on a sudden, he was 
overcome with infinite compassion for 
all of them. His voice shook with grief 
and he said: “Krishna, I feel an awful 
weakness stealing over me; my head is 
reeling and ... Gandiva is slipping from 
my grasp. I do not think there is any 
good in killing my kinsmen. ...I do not 
want to fight". Having spoken thus, 
Arjuna sank down on the seat of his 
chariot. 

This very scene of Arjuna dropping 
Gandiva and dumping himself in the 
couch stunned everybody, for the very 
outcome of war is squarely rested on the 
shoulders of Arjuna. And that is the im- 
portance of Bill Gates too for the 
Microsoft, which incidentally is pitted 
against Google, Yahoo, Sony, and the 
likes for retaining its market share, if 
not growth in market share, for he is the 
visionary behind Microsoft. He is *more 
than just an executive of Microsoft"; he is 
"an extension of its very brand". In fact, 
he is the inventor of the “modern soft- 
ware industry". That is the reason why 
everyone is disturbed to here about his 
priorities for philanthropy than for writ- 
ing software. 


Chartered Financial Analyst § July 2006 g 11 


—— a, 


Perspective 





Secondly, Bill Gates is disassociat- 
ing from a business that is “product- 
centric”, while Narayana Murthy is re- 
tiring from a “services-centric” organi- 
zation. The criticality of the CEO’s 
technical wizardry in the success of a 
product-centric company is pretty high 
vis-á-vis a company that is services- 
centric since a product-centric company 
has to invent new products from time 
to time to sustain its market share, 
while the functioning of a services-cen- 
tric unit is more defimed by the con- 
sumer and to that extent it is more of- 
ten an application of a known technol- 
ogy to a given situation than of invent- 
ing a “original thought”. So, Gates with- 
drawal from Microsoft could be fatal if 
no matching substitute is put in his 
place. Time only reveals what is in store 
for these two companies. 


Both are right 

Whether or not, the retirement of 
Narayana Murthy and Gates impact 
their respective companies adversely, 
one thing is certain: they are right in 
their decision. Eric Erickson, a noted 
psychologist has divided the life that we 
pass through from childhood to old age 
into eight stages. Of them, what matters 
here is the seventh stage, which Erickson 
describes as “uninteresting period” of 
life. According to him, at this stage, there 
is a risk of one becoming “struck or stag- 
nate” as opposed to being “productive” 
and “creative” which, incidentally mat- 
ters most in the context of Microsoft and 
Infosys which are known for ingenuity 
and creativity. And we know that Bill 
Gates is 50 and Narayana Murthy is 60. 
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That aside, modern-day psycholo- 
gists aver that up to a point every per- 
son is an “automaton” but the act of cre- 
ation begins only when one ceases to 
believe this statement. They say that 
we are all endowed with the capacity for 
creative activity, but it is often sup- 
pressed by the automatic routines of 
thought and behavior that dominates 
our lives. It is only when we suppress 
these “rational thoughts” that we are at 
our best as “creative”. But they also 
aver that these traits get dwindled as 
we advance in age. As Arthur Koestler 
said, it is the “bisociative” thinking 
that launches one on a “creative loop” 
where-from alone the mind can keep 
open to new and startling perceptions 
and glimpses of reality. But unfortu- 
nately, as we continue in a particular 
field for long/advance in age, we tend to 
reduce “troublesome feedback” to a 
minimum which in a sense is the begin- 
ning of “habit formation” and “automa- 
tization”. In other words, as we reach 
Erickson’s seventh stage of life that is 
above 50, we tend to lean more on “asso- 
ciation within the confines of a given 
matrix”, than enjoying “bisociation” of 
independent matrices. This in short 
mean more of “repetitiveness” and less 
of “novelty”; more of “conservatism” 
than of “disrutictive—constructive”; and 
more of “habit” and less of “originality”, 
and none of these outcomes are accept- 
able for these two companies for obvi- 
ous reasons. 

There is yet another intriguing phe- 
nomenon that merits consideration here. 
Montgomery said long back: “Explor- 
atory behavior is motivated by the ex- 
ploratory drive.” This averment is well 
supported by a study of Harlow et al. on 
Rhesus monkeys who have performed 
dismantling of a complex manual puzzle 
of interlocking pieces better when there 
was no food reward under the puzzle 
than when there was one. In the second 
case, they got impatient and tried short- 
cuts; while in the first case they practiced 
disinterestedly, l'art pour 'l'art. The 
findings ofthis experiment conducted de- 
cades back runs almost parallel to the 
success of Microsoft of 80s, when young 
Gates with no capital at stake aggres- 





sively pursued technological inventions 
for the sheer thrill of it, or to prove to the 
IT world of his arrival. 

But the current state of these two 
companies cannot afford that comfort to 
the respective CEOs to take decisions 
ignoring rewards and risks thereof, and 
to that extent their "exploratory re- 
flexes" are likely to get blunted which 
again is not in the interest of the respec- 
tive companies, for innovation is the 
hallmark of their success. Against this 
background, their decision to disassoci- 
ate from the day-to-day management of 
these companies is highly pragmatic. It 
only proves their concern for the well-be- 
ing of the companies and thus the deci- 
sion is highly laudable. 


More spiritual than rationale 
According to Maslow’s “hierarchy of 
needs", we continuously grow towards a 
higher stage, and in that highest state, 
we become a better human being and 
this process of growth is termed by him: 
*self-actualization." A self-actualized 
person is set to develop deep social inter- 
est and compassion. Our two IT icons 
having accomplished excellence in their 
chosen fields of activity, reached the pin- 
nacle of “self-actualization” and thus be- 
come more compassionate as Arjuna did 
in the battle field after seeing all his 
relatives and that is what today pushing 
them into a stage of “transcendence” 
where they want to totally dedicate 
themselves for the cause of others' good, 
and thus deserve all the kudos. ʻa 


— GRK Murty 
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Big Blue remains bullish on the Indian economy with big plans to triple its 
investment in India over the next three years. 


technology firm, held the analysts 
meeting on June 6, 2006, at Banga- 
lore—the silicon valley of India. The unique- 
ness of the event lies in the fact that this is 
the first time ever the meeting was held out- 
side the US. This apparently would have 
sent positive waves about India’s growing 
potential to the rest of the world. The auspi- 
cious event, arranged at the Palace 
Grounds of Bangalore, was graced by the 
President of India, Abdul Kalam, and 
other prominent people along with the 
Chairman of IBM, Samuel Palmisano. 
This momentous occasion brought to- 
gether nearly 10,000 IBM employees face- 
to-face with their Chairman while other 
employees across the country could view 
the program through live web cast. 
India has been IBM's fastest growing 
market with 61% increase in revenues in 
the first quarter of 2006. The fact that 
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the head count of IBM in India has in- 
creased substantially from 9,000 to 
43,000 in just two-and-a-half years 
time reflects the growing significance of 
India in IBM’s success. Though low-cost 
destination is one of the factors for its 
rapid expansion in India, it is definitely 
not at the cost of low-skilled people. In- 
deed, IBM’s global network strategy is 
to capture the best people at the best 
cost in the right place. Having explored 
all these options in India and realizing 
the growing potential in India, 
Palmisano has planned to triple IBM's 
investment in India to $6 bn over the 
next three years. 


Transformation phase 

During 1990s, with the intensifying com- 
petition, many of the technology-driven 
companies have struggled for mere exist- 
ence. To gain a competitive edge and 


differentiate themselves, few of them 
have shifted their focus by offering prod- 
uct- or service-centric packages. In this 
backdrop, Louis Gerstner, the then chief 
executive of IBM, revived the struggling 
computer giant by successfully trans- 
forming IBM from being a hardware-cen- 
tric enterprise to a service-centric enter- 
prise. In a 1999 report, Fortune had in fact 
commented: “IBM services now matter 
more than its hardware. That’s the key to 
Louis Gerstner’s remarkable turnaround 
in IBM's future. In 1992, income from ser- 
vices represented 12% of IBM's revenues; 
by 2008, it is estimated that services will 
represent 46% of revenues. The challenge 
facing IBM in moving to a product-ser- 
vice-centric organization is in managing 
the transition effectively." 

While Gerstner was viewed as the 
visionary leader behind the successful 
transformation, Palmisano was given 
credits for the day-to-day operations of 
the Global Services Division as a Group 
Executive. Later, in March 2002, 
Palmisano took helm of IBM as the suc- 
cessor of Gerstner. IBM shifted its focus 
significantly away from components 
and hardware towards software and 
services, and was on its way to trans- 
form into a solutions company. As part 
of the game plan of ramping up global 
integrated network, BRIC (Brazil, Rus- 
sia, India and China) countries were 
chosen as service delivery destinations 
for IBM. India has been outperforming 
when compared to the other countries in 
the BRIC group. During the analysts 
meet at Bangalore, Shanker 
Annaswamy, MD, IBM-India, said, 
“Earlier known as a computer maker, 
IBM has become a services company 
over the years. The technology hub of 
Bangalore has become the center of in- 
tegrating cutting-edge services with its 
low-cost model." 


Passage to India 
The establishment of IBM’s business in 


India dates back to 1951. It had signed a 
manufacturing agreement with Govern- 
ment of India in1959 which came into 
existence in 1962. From the year 1974, 
IBM India's onshore operations had 
their biggest presence in Southeast 
Asia. Unfortunately, in 1978 when the 
government's policies drove away many 
multinational companies, IBM also had 
to exit from India. However, it re-entered 
India in the year 1992, in a joint venture 
with the Tata Industries, forming Tata 
IBM Ltd. Later, when Tata group di- 
vested its stake, IBM India Ltd. was 
launched in 1999. IBM Global Services 
has been launched in 1997. 

IBM has now grown exponentially in 
India with different centers like Global 
Delivery Centers at Bangalore, Pune, 
Gurgaon and Kolkata; India Research 
Laboratory, Delhi; Services Innovation 
and Research Center, Bangalore; Glo- 
bal Business Solution Center in Banga- 
lore; Business Transformation 
Outsourcing Centers at Bangalore, 
Delhi and Mumbai; India Software Lab 
at Bangalore and Pune; IBM Innovation 
Center for Business Partners; Linux 
Solution Center, Bangalore; IBM Linux 
Competency Center, Bangalore; Soft- 
ware Innovation Center, Gurgaon, etc. 
With all these developments, over a pe- 
riod of time, IBM has grown to be the 
biggest foreign employer in India. 





HOW IBM Is Staffing Up in Low-cost Countries 


Place 2003 Current What’s Done there 


development, call 
China 4,200 7,200 Software develop- 
ment, data centers, 
demonstration center, 
research 
Brazi 4,500 9,000 Data centers, Linux 
Eastem 2,900 5,125 Datacenters, service 
Europe skills centers, Linux 
development labs 
IS 





IBM in India: Future Steps 


In the analysts meeting on June 6, Chairman and Chief Executive Officer of IBM, Samuel J Palmisano, 
announced that IBM expects to nearly triple its investment n India over the next three years. As immediate steps 


in its increased investment in India, IBM is: 


> Establishing the first in a new breed of Service Delivery Centers in Bangalore, deploying new processes and 
. Technology that will greatly automate IT service delivery to provide clients with enhanced flexibility and 
increased worldwide access to skills, service offerings and continuous availability at lower cost. 


e Creating the IBM Systems & Technology Group (STG) Innovation, Development and Executive Briefing Center in 
Bangalore, focused on IBM infrastructure solutions, technologies and innovations and providing performance 


benchmarking, testing, data migration and con 
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IBM India is the second largest opera- 
tion, next only to the US operations, with 
43,000 employees in 14 cities across India. 
Two big deals which fueled the growth of 
IBM in India are the acquisition of Daksh 
and the deal with Bharti Tele-Ventures. In 
April 2004, IBM acquired a BPO firm for 
$150 mn, and its workforce more than 
tripled from 6,000 to 20,000. In March 
2004, Bharti Tele-Ventures Ltd. signed a 
long-term “on demand business transfor- 
mation agreement” with IBM to outsource 
the former’s software, hardware and IT 
service requirements over a period of 10 
years. The deal is valued at $750 mn which 
includes consolidation, transformation 
and management of Bharti Tele-Venture’s 
IT infrastructure and applications. Both 
the companies also agreed to jointly de- 
velop and market telecommunications 
and IT services and solutions in India. 

IBM’s revenues from India have in- 
creased by 61% in the first quarter of 
2006, while those from China and Rus- 
sia increased by 50% and 48% respec- 
tively. While IBM’s workforce in India 
has increased to 43,000 people, its 
workforce in Russia is just 600 people. 
IBM’s operations in China and Brazil 
have a workforce of 7,000 and 9,000 
people respectively. Among the BRIC 
countries, India has proved to be the 
fastest growing market. 


India 
Though the entire IBM industry has 
posted a solid growth in the first quarter of 


2006, it is mainly attributed to the steady 
performance of software, hardware and 
services divisions. However, IBM's key ser- 
vices division, which was the saving grace 
for its revival during 1990s, has been 
struggling with lower results than the tar- 
gets in 2005. This is mainly because of its 
high cost operations in Europe. Therefore, 
IBM is reorganizing its global workforce by 
cutting its low-margin European opera- 
tions and constantly moving towards high- 
margin business areas like India. 

Indeed, IBM has always been known 
for its low attrition rate and long-term 
staff retention capacity. However, a de- 
clining profit base in the services division 
has compelled IBM to plan retrenchment 
of 14,500 jobs in Europe. Some analysts 
say that it might have to slash down its 
workforce in the US also. Nevertheless, 
before that, IBM has to increase its 
workforce in low-cost and high-value busi- 
ness areas like India. IBM also has to in- 
crease its base in India to compete effec- 
tively with other Indian outsourcers like 
TCS, Infosys, Wipro, Satyam, etc. All 
these concerns have turned out to be a 
blessing in disguise for India, as IBM has 
announced plans to triple its investment 
in India to $6 bn over the next three years. 
Such a huge investment in India speaks 
volumes about IBM's bullishness on the 
Indian economy. s) 


D Satish 
and Y Bala Bharathi 
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After years in the backburner, there are again calls to form the Asian 
Currency Unit. What has changed and is Asia ready for this monetary 


union? 





e euro is a symbol of monetary 
cooperation among the European 
states. It has encouraged intra- 

regional trade and growth in investment 
among the member countries. The suc- 
cess of the euro in the global monetary 
system is inspiring afresh some of the 
economies who earlier thought of a re- 
gional cooperation and a common cur- 
rency unit but could not take it further. 
The prominent region to get motivated by 
the euro story is Asia. In this process, the 
Asians have revived their decade-old idea 
of having the region's common currency. 
They say, “If Europe can have it why can’t 
Asia?” In the recently held Asian Devel- 
opment Bank (ADB) meet, the finance 
ministers of China, Japan and South Ko- 
rea have once again agreed to work to- 
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wards a regional currency unit for Asia — 
the much-needed political boost that was 
missing for quite some time. Thus, baby 
steps on the long road to common Asian 
currency have resumed. 

The success ofthe euro is not the only 
reason that has brought these Asian gi- 
ants together to rethink on the common 
currency. Though the idea of the common 
currency was conceptualized before the 
Asian financial crisis, an urge for com- 
mon currency was felt during the period 
of 1997-98. The governments that were 
effected had emphasized the need for 
monetary and financial cooperation in 
the future. Also, they felt that intra-re- 
gional exchange was required in the 
event of such crisis. To achieve this, the 
concerned countries took steps to cooper- 





s it Ready for Common Currency? 


ate in monetary as well as in financial 
reforms. 

Many economists opine that this is 
the right time for Asia to work towards 
having a common currency. They feel that 
the time is ripe for Asia to gain all the 
required prominence in the wake of rise in 
oil prices, global imbalance due to the US 
current account deficit, fall in dollar value, 
immense financial and economical 
growth in ASEAN +4 (including India) 
countries. However, a few economists are 
skeptical about the viability of an Asian 
version of euro because of the widely vary- 
ing levels of economic development in the 
region and the lack of transfer systems 
from areas of highly developed economies 
to those fairing poorly. 


Why common currency? 

The Asian financial crisis exposed the 
vulnerability of the Asian economic and 
financial systems to the global movement 
of funds. To overcome this problem, the 
economies now desire to have intra-re- 
gional exchange rate stability among 
their closely integrated economies to 
handle economic shocks better. The objec- 
tive is to have their capital flow under con- 
trol. For this to happen, the first option is 
to have an effective defending system— 
Asia being a very high capital mobility 
region. This is possible only through a re- 
gional central bank like the European 
Central Bank, a situation which is un- 
likely to happen in Asia in the near future. 
Thus, the second option of establishing an 
Asian Currency Unit (ACU) seems to be 
the more practical. Initially, this unit 
would constitute a weighted average of all 
the currencies in Asia that allows it to cir- 
culate along with the individual national 
currencies. It would be used as an index 
currency, retaining the national curren- 
cies but keeping them fully convertible 
with common currency (to the likes of 


INTERVIEW 


Asian currencies. 


In the wake of high oil prices and rising interest rates, Asian majors 
are desperate to explore their own common currency by the end of 
2006. Does it help to deal with this situation and avoid any financial 
crisis to the likes of 1997? 

Asia needs an Asian solution to avoid a repetition of the 
fiasco of the 1997 experience with a global approach. It is 
even more imperative than before because Asia has be- 
come a big player in the world economic and financial struc- 
ture, and its rapid growth plays a key role at the margin in 
boosting high raw material prices. Besides this, Asia is 
gravely under-represented in the global power structure— 
Asian votes are less in the IMF compared to that 
of EU —and the countries of other continents will 
only pay attention if Asia speaks on common is- 
sues with a common voice. 


What benefits will countries have by being included in the 
basket of common currency? 

A basket of the Asian currencies would be the ^. 
starting point for discussions of an Asian solu- 

tion, not the solution by itself. An Asian basket 

by itself would not be much more useful than the \ 
SDR basket of four global currencies. 


What are the other issues that need to be taken care of for a success- 
ful run of Asian common currency? 
There are literally dozens of issues that will have to be 
dealt with over the course of the development of a kind of 
monetary integration in Asia. 


Diversity of regions is one of the major hurdles for the adoption of 
common currency. What are the other hurdles that Asia would have to 
overcome to form the ACU? 

Diversity of regions is not a major hurdle for a shared or 
common currency any more than it was a hurdle for the gold 
standard in past centuries. Under the Bretton Woods ar- 
rangements, which governed the international monetary 
system after World War II, when the US fixed the price of 
gold and the other countries fixed their currencies to the 
dollar, diversity of regions was even greater than it is now, 








Asia 





An Asian currency initially tied to the dollar would stand a far greater chance 
of success than the one tied to either the yen or the yuan or as a basket of 


— Robert A Mundell, 
University Professor of Economics, 
Columbia University. 


yet it was nevertheless a workable and efficient interna- 
tional monetary system. Diversity of income levels be- 
comes a hurdle only if the fixed exchange rate arrangement 
carries with it a commitment to use transfers to achieve per 
capita income convergence. 


What lessons can Asia leam from the success of euro? 

Of the many lessons, I would single out the one that is easier to 
create a monetary area with an external anchor. Europe could 
have created a monetary area in 1969, when it was proposed 
at the Hague Summit in December, and when I made the first 
plan for a European currency, because at that time the Euro- 
pean currencies were all anchored to the dollar and 
thus had a high degree of coordination of inflation 
rates and interest rates with each other. To the ex- 
tent that the dollar area still represents the main- 
stream of the world economy, an Asian currency ini- 
tially tied to the dollar would stand a far greater 
chance of success than the one tied to either the yen 
or the yuan or as a basket of Asian currencies. 


What according to you would be the likely period for this 
idea of ACU to see its light of the day? 

I think it is quite likely that an ACU basket of the 
Asian currencies could be agreed upon within the next two 
years. A much bigger step of using the ACU basket as an 
anchor for monetary policies would be much further in the 
distance. Just as in the case of the evolution of European 
Monetary Integration, Asian Monetary Integration will 
have to proceed step by step. 


Would you like to bring any other issue pertaining to this subject? 
One of the benefits of a discussion of Asian monetary inte- 
gration is that it brings Asian countries together to talk 
about an issue on which they all have the chance to gain, 
and in the process be a catalyst for a frank discussion of 
mutual security problems, including tensions between 
some of the major powers. In this respect, I believe that an 
Asian Currency Unit would be more propitious than an 
East Asian Currency Unit. 


1920s Belgium-Luxembourg monetary 
union model). This common parallel cur- 
rency would primarily be used for interna- 
tional trade within Asia and with other 
world countries. 

Thus, Asian economies need to es- 
tablish and maintain a system that can 


stabilize their exchange rates further to 
facilitate common currency. To do this, 
they need to satisfy the Optimum Cur- 
rency Area (OCA) criteria. To satisfy 
these criteria, the economies need to 
adopt fixed exchange rates forever or 
form a currency area by adopting the pro- 


posed common currency, together with 
free mobility of goods, services and capi- 
tal. Further, OCA member countries 
need to open their economies for trade 
with other countries, integrating them- 
selves primarily with the goods, services 
and financial market in order to lessen 
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the asymmetrical shocks (change in 
money demand that can’t be explained 
by changes in income and interest rates) 
that could affect the area members. 


Issues in favor of 

The success of EMU has proved that a 
common currency does and could work ina 
globalized world. This integration would 
definitely shield the economies against 
wild exchange rate fluctuations. Apart 
from this, the basic benefits for the coun- 
tries involved in this matchmaking are 
that they can monitor not only how their 
individual currencies are getting along 
against each other but also how the 
region’s currencies are getting along 
against major international currencies. 
Such monitoring helps in ringing the 
alarm bell early enough against the kind 
of currency crisis that took place in 1997- 
98. Further, the formation of an ACU 
would also help in providing financial ex- 
changes among the countries in the region 
and reduce their dependency on external 
currencies, i.e., US dollar, in the form of 
reserves. This means that it could keep 
the surplus funds within the region which 
would be helpful in resolving the current 
global financial imbalances. 

Thus, by placing themselves in the 
common currency basket, the Asian 
economies could enter into intra-re- 
gional trade and financial pacts. This 
would help them simplify their invest- 
ment planning and encourage cross-bor- 
der participation in Asian bond mar- 
kets, which would subsequently develop 
the Asian bond market as well as the 
trade practices to remove the unneces- 
sary additional cost on cross-border 
trade and investment. However, to 
implement these criteria effectively, the 
markets for goods and services in the re- 
gion should be opened up to be freely 
traded and integrated. 


Issues not in favor of 

At a glance, Asia seems to be a strange 
contender for adoption of common cur- 
rency. There are of course many key na- 
tions in Asia that contribute signifi- 
cantly to the global economy. But, each 
and every nation has a separate and a 
strong identity, thus developing a unique 


status in the world arena. For instance, 
the Asian giants, i.e., China, Japan and 
South Korea, have given more impor- 
tance to their relations with countries 
that are outside the region than amongst 
themselves. There are many such group 
countries that set the same example. 
Therefore, they definitely lack the politi- 
cal consensus for working together to- 
wards the common currency, as they 
would certainly not want to end up in los- 
ing their individual identity in the global 
markets and share the platform with 
their regional competitors. Further on 
this issue, the lack of initiative from in- 
stitutions and market-based financial 
systems makes this task even more dif- 
ficult to achieve. There are institutions 
such as APEC and ASEAN that should 
certainly play a vital role in developing 
the concept of a common currency. 
Another vital factor that goes against 
the Asian common currency is the sub- 
stantial diversity in the economies 
among its member countries. In its 2001 
inspection, the ADB indicated that 
within the Asian economies there is a 
very huge gap between the highest per 
capita income (i.e., 140 times) to that of 
its lowest. In contrast to this, in Europe, 
the standard of living was at par among 
its member countries during the incep- 
tion of euro. Another major reason for 
holding up the launch of monetary inte- 
gration in Asia is due to its political anxi- 
eties. It has worrying concern on the inclu- 
sion of the currencies of Hong Kong, Tai- 
wan, Australia and New Zealand. Also, 
there are doubts about India’s inclusion 
too in the first round of the ACU talks. 
Publicly, Indian policy makers have 
maintained a neutral stance; they are 
neither happy nor unhappy about the 
plan, though it has good support in the 
region from Singapore, who is pushing its 
inclusion. All these issues make the task 
of achieving monetary integration much 
more complicated, hard and delayed. 


Many economists say that the issue of 
Asian monetary integration has come 
into focus at the perfect time. In the past 
few years, Asian economies have ob- 
served tremendous growth in their intra- 


regional trade than ever before. In fact, 
the growth is much faster than that ex- 
perienced by Europe. It has been esti- 
mated that the trade between China 
and ASEAN countries is all set to reach 
US$200 bn before 2010. For that mat- 
ter, the trade between India and China 
has increased more than 15 times over 
the past few years. With this, China has 
emerged as India’s second largest trade 
partner and is all set to overtake the US, 
which is currently the largest. 

Further, in recent times, there has 
been tremendous financial growth in the 
ASEAN +4 (including India) countries. 
With this growth, an entirely new trend 
has emerged—of investing their large 
source of funds in each other. Their inte- 
gration was further boosted with various 
Free Trade Agreements (FTAs) being 
held among them, in which sense a com- 
mon currency would be desirable for facili- 
tating such intra-regional trade and in- 
vestments for a smoother ride. Moreover, 
economists say that real-time answers to 
global trade imbalances can be obtained 
only through the structural reforms and 
not through quick-fix currency changes. 


Word of caution 

A distinct school of economists view 
that these reforms in the global cur- 
rency markets will bring back the 
Bretton Woods system of fixed ex- 
change rates that prevailed from the 
end of World War II until the early 
1970s. But, the system will definitely 
overlook the world that has changed tre- 
mendously since then. Thus, whatever 
be the arrangement, these integrated 
systems should have a well-laid plan 
rather than being backed only by wish- 
ful thinking. On the positive side, the 
history of Asia reveals that the member 
countries have always believed in build- 
ing harmony and not in having an offen- 
sive approach. Thus, the political anxi- 
eties should be overlooked for integrated 
economic success. And patience being 
the forte of Asia’s age-old civilization, 
the concern issue is always on cards. «^ 


D Satish 
and Lingisetti Venu 
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e-Agriculture 


Harnessing IT 





information dissemination to farmers holds the key to revival of the Indian 
agriculture, which now lags awfully behind services and manufacturing but 
supports a huge 200 million populace. 





en in June 2000, ITC-IBD 
(ITC’s International Busi- 
ness Division) introduced the 


concept of eChoupal, it probably became 
the first of its kind initiative taken by any 
corporate in India, aimed at improving 
and uplifting farmers’ lives. Importantly, 
it became the first-ever attempt to con- 
nect IT with agriculture. Six years down 
the line, as the talks of a second Green 
Revolution gather pace, amidst the grim 
agriculture scenario in the country, it is 
increasingly becoming clear that the coun- 
try needs more eChoupal-like initiatives. 
In other words, India needs to effectively 
harness the potential of ICT (Information 
and Communication Technology) in order 
to revive the agriculture sector and usher 
in the era of e-agriculture. 
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A few such initiatives have been wit- 
nessed in recent times. One such ex- 
ample is the Gyandoot project. 
Gyandoot, an intranet in Dhar district 
of Madhya Pradesh, offers commodity 
or mandi marketing information sys- 
tem to the villagers. eSagu, which is an- 
other such project that was introduced 
in 2004-05 in Andhra Pradesh for cot- 
ton farmers, has successfully been pro- 
viding agricultural expertise to nearly 
1,051 cotton farms of three villages 
in Warangal district. Recently, the 
Indian Farmers Fertilizer Cooperative 
Limited (IFFCO) opened “Kisan 
Choupal”—the farmer’s information 
kiosk—on January 9, 2006, in 
Jagadhari district of Haryana, in col- 
laboration with the Haryana State Co- 


operative Supply and Marketing Fed- 
eration Ltd. This Internet-based touch 
screen kiosk aims at empowering farm- 
ers with latest information technology. 
Farmers will be able to make informed 
decisions with regard to their produce 
as the kiosk will display the spot and 
futures prices of commodities traded on 
the National Commodities and Deriva- 
tives Exchange (NCDEX) on an elec- 
tronic board. 

And the movement is expected to get 
a further boost with the entry of the big 
boy of India Inc., the Reliance Industries. 
The Group has currently announced that, 
through the Group firm Reliance Retail, 
it would create hi-tech mandis in rural 
West Bengal. The hi-tech mandis will 
not only procure food grains from the 
farmers but will also help the farmers to 
increase productivity. 


Lagging behind 

Double-digit growth is simply a function 
of three numbers... Agriculture must grow 
at 4, services at 12, manufacturing at 12, 
in order to achieve 10% growth. 


— P Chidambaram 


Although accounting for just about 
20% of the country’s GDP, the role of ag- 
riculture in the Indian economy cannot 
be undermined—even today, close to 
72% of the country’s population still de- 
pend on agriculture to earn their bread 
and butter. Unfortunately, even as the 
economy has leapfrogged at over 8-9% 
in recent years on the back of strong 
growth in services and manufacturing 
sector, the agricultural sector has been 
growing at snail pace; while the GDP 
notched a growth rate of 9.3% in the 
fourth quarter of 2005-06, the agricul- 
tural sector, including forestry and fish- 
ing, grew at just 5.5% (it dips further to 
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3.9% excluding forestry and fishing) 
during the same period. This is not an 
encouraging sign for the economy which 
aims to grow in double digits. For, such 
an ambitious target cannot be reached 
without higher contribution from the 
agricultural sector. 

Adding to the woes is the fact that 
the agriculture sector, which was set to 
grow by 4% in Tenth Five-year Plan, 
faced a decelerated growth rate from 
3.2% in 1980-96 to 2.6% in the period 
1996-2000. The problem is, if the sector 
cannot grow at 4% during the Tenth 
Plan period, it would be difficult to 
achieve 10% growth in the GDP. A con- 
cern well reflected in Dr. C 
Rangarajan's, Chairman of Prime 
Ministers Economic Advisory Council, 
observation: “If agriculture (sector) 
grows at 4%, then the economy can grow 
over 8%, but if it grows even 2% we will 
be able to touch 8%.” Hence, it is clear 
that the growth of the agriculture sector 
is as important for the economic growth 
of the country as that of services and 
manufacturing. 

Nonetheless, experts opine that in- 
troduction of IT in agriculture can bring 
the second Green Revolution in India 
with easy and cost-effective information 
to the farmers at the right time. 


Bridging the information gap 

While the potential of Indian agricul- 
ture is yet to be unleashed, lots of con- 
straints shackle this sector. Among 
them are factors like fragmented farms, 
weak infrastructure, numerous inter- 
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Information Dissemination 
The flow 


(An agricultural dissemination system. Double arrow indicates information flow) 


mediaries, excessive dependence on the 
monsoon, and variations in different 
agro-climatic zones. These obstacles 
pose serious threat to the productivity 
and quality of the produce. As a result, 
farmers get low and uncompetitive 
price for the produce. Also, lack of proper 
information regarding the market 
prices of such produce makes it difficult 
for the farmer to sell his produce profit- 
ably. A possible solution could be the 
private and public partnership in inte- 
gration of IT in agriculture, which could 
deliver relevant information to farmers, 
thereby enabling them to seek better 
prices for their produce. 

Though India does not have paucity 
of agricultural scientists or agricultural 
research labs where high yielding seeds 
and scientific methods of cultivation 
have been evolved, the real problem is 
the information and communication gap 
(between farmers and those involved in 
research). 

India, in fact, can draw some les- 
sons from the countries which have 
benefitted immensely by harnessing 
the power of IT for using in agriculture. 
A host of initiatives such as the 
"Pedagogia Audiovisual" project and 
"Comunicación para el Desarrollo en 
América Latina" supported by organi- 
zations such as FAO, ITU, IDRC, 
IFAD, UNESCO, DFID and British 
Council can be found internationally. 





The “Pedagogia Audiovisual" project is 
located in Chile, Latin America, which 
was set up to promote rural develop- 
ment and effective peasant participa- 
tion through an improved communica- 
tion system. The project has been able 
to bring together peasants, govern- 
ment representatives, researchers, 
technicians, banking services, con- 
struction companies and marketing 
and processing institutions. 

The Technical Center for Agricul- 
tural and Rural Cooperation (CTA), in 
Wageningen, The Netherlands, is 
working towards improving the dis- 
semination of information for the ben- 
efit of farmers through the use of new 
and improved technologies. CTA has a 
program called Rural Radio Support 
Program which supports rural radio 
and development of audiovisual aids 
in ACP (Africa, Caribbean, and Pacific) 
countries. 

Back home, eChoupal is making 
waves. The project now covers nine 
states and around 36,000 villages. Six 
thousand eChoupal centers have been 
installed, empowering around 3.5 mil- 
lion people. These centers deliver real- 
time information and customized knowl- 
edge to improve the farmers' decision- 
making ability, thereby better aligning 
farm output to market demands, secur- 
ing better quality, productivity and im- 
proved price discovery. This also helps 
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Do you think india can successfully integrate the evolving IT techniques 
with agriculture? 

S Kumarasamy: Surely, but education from lower levels 
will be required and the sooner it commences the better. 
Fifteen years ago in the urban cities, computer education 
just commenced in school levels. Look at the exponential 
growth this has brought about. In rural India, this is yet to 
come. Corporates can take action today to make use of IT in 
agriculture as an effective tool for general good. 

P Krishna Reddy: Yes. In plenty of ways—starting from 
localized weather forecasts, maintenance of land records, crop 
statistics, cropping patterns, price movements of inputs and 
outputs, dissemination of newer technologies and informa- 
tion through agricultural extension network, linkages be- 
tween agricultural universities and farmers to procurement of 
farm produce by processors; example e-Choupal of ITC. 

S Raghavan: It is possible. Especially, in agriculture exten- 
sion, there is a lot of scope for integration. The Internet, data- 
base, data mining and communication technologies can be 
used to improve the performance of agriculture technologies. 
The government should come forward, identify the solutions 
and carry out the integration process. Research projects 
should be initiated by identifying the potential areas. 


What role can the private players play regarding this? 

S Kumarasamy: In short, I am advocating corporates to 
take the lead to initiate education to every child born in 
India and use of English language to attain global reach of 
their skills, just as the urban youth today are reaping due to 
good education provided to them in the cities. 


-— | P Krishna Reddy: Private 
i | players can provide IT training to 
a | farmers’ children, establish 
WO * © Internet connectivity in rural ar- 
AT j Ecl E eas, and play the role of facilita- 

c M B tors and knowledge providers. 
S Raghavan: Private players 
ES can play a vital role by highlight- 
Y ing the right solutions. They 
S Kumarasamy should support research and de- 
Former Director of BASF velopment both in technology de- 
India Lid, Mumbai velopment and integration. 





Given the iow literacy rate among farmers do you think they can adopt 
IT? 

S Kumarasamy: Improving literacy is the key, as said 
before. Without this it would be difficult to advance in any 
field, leave alone agriculture or IT. Training in IT for the 
partially educated youth in a few villages is organized by 
NGOs today. 
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P Krishna Reddy: It is going 
to take some time but if we fo- 
cus on training and demon- 
strate the benefits, as in the 
case of e-Choupal of ITC in the 
soyabean areas of MP, it will 
certainly be possible for farm- 
ers to adopt IT. 

S Raghavan: The farmers 
may not adopt the solutions 
due to low literacy. We require 
solutions and systems where 
there is a mediator between 
the service provider and the 
farmer. The mediator can bridge the culture gap between the 
service provider and the farmer. 


What are the stumbling blocks for the implementation of IT in agricul- 
ture sector and how can they be addressed? 

P Krishna Reddy: Reach in terms of depth and width, unre- 
liable power supply, lack of incentives for private players, 
initial high cost and low adoptability, and lack of motivation 
from government agencies are some of the stumbling blocks. 
S Raghavan: People’s mindset is the major problem. Agri- 
cultural researchers do not understand the power of IT. Due 
to lack of domain knowledge, IT researchers are unable to 
research innovative solutions in agriculture. Also, there are 
several reasons because of which the process of integration is 
slow. 

Provided that someone has developed a solution, the gov- 
ernment should come forward to integrate it. Implementa- 
tion of IT-based solutions may require modifications to ex- 
isting processes and methods. If there is a good IT-based 
solution, it should be implemented without second thought 
irrespective of difficulties in integration. 

What lesson can India leam from the US and other developed coun- 
tries in this regard? 

S Kumarasamy: Provide for every citizen an equal opportu- 
nity to be educated and make education compulsory. If 
someone does not have aptitude to go to school, he or she 
must be sent for vocational training and not kept idle at 
home. 

P Krishna Reddy: Pick up some successful working models 
and build robustness in the system (both hardware and soft- 
ware), start pilot projects, learn as you go along, with visible 
success, to start with and more actively involving private 
sector with good incentives are some of the lessons. 

S Raghavan: One of the lessons that can be learned from 
developed countries is regarding how to produce quality 


P Krishna Reddy 
Faculty Member, International 
Institute of Information 
Technology (IIIT), Hyderabad. 
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agricultural products. Most of the produce of Indian farm- 
ers is not suitable for export and agro-processing indus- 
tries. In this area, India can learn from the experience of 
developed countries and propagate suitable 
technologies. 


- What kinds of initiatives have been taken in this regard in India so far 


. and what is the scope for further innovation? 

. S Kumarasamy: Some corporates have already taken some 
initiatives. Bharti Enterprises have already formed a 
Bharti Foundation with Rs. 200 cr corpus to educate dis- 
abled girls in the rural villages of Punjab. 


. P Krishna Reddy: e-Choupal of ITC and rural k 


centers of Dr. Swaminathan Foundation Chennai, land 
record data management in AP are some of the successful 
initiatives. There is ample scope for further innovation. 

P Krishna Reddy: The government should appoint a com- 


mission to study the deployment of IT for the benefit of 
farmers and recommend ways to expand the role of IT in 


S Raghavan: To provide timely 
agro-advisory service, eSagu 
system has been developed by 
IIIT-Hyderabad and Media Lab 
Asia (http://www.esagu.in). It is 
an IT-based personalized agro- 
advisory system which is being 
developed to provide high-qual- 
ity personalized (farm-specific) 
agricultural expert advice to 
each and every farmer in a 
timely manner at the farmer's 
doorstep without the farmer 
asking any questions. In this system, the agricultural ex- 
perts deliver expert advice based on the crop photographs 
sent by educated farmers in the village. The system which 
has been implemented in 30 villages has been tested on 
six crops. The results show that significant benefits have 
flown to the farmers in terms of reduced inputs and en- 
hanced yield. The systems like eSagu should be taken up 


9 Raghavan 
Former Director [Marketing], IBP 
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farmers to access higher quality farm in- 
puts at lower cost. The model reduces 
transaction costs by providing a direct 
marketing channel. The eChoupal 
website is now helping farmers discover 
the best price for their produce at the vil- 
lage itself. At present, the network offers 
information regarding commodities like 
soya, wheat, etc. It aims to cover over 
100,000 villages and reach out to more 
than 10 million e-farmers by the next 
decade. 

In fact, in recent times, several new 
ICT-based projects have been initiated 
in the country which aims at empower- 
ing farmers. The National Institute for 
Smart Government (NISG)-United 
Nations Development Program 
(UNDP)’s ICTD Project is one among 
such initiatives. The main objective of 
the project is to make IT work for 
people to enhance rural livelihood. This 
project helps in providing real-time 
and up-to-date information regarding 
market prices, insurance, logistics, 
warehousing, commodity trading, pes- 
ticide and other allied activities and 
resources. A pilot project is being 
implemented in Kerala by Kerala 
State IT Mission. The project will 
bridge the gap between agriculture in- 


for expansion. 


formation flow and transaction man- 
agement and will also help farmers to 
interact with Agricultural Service Pro- 
viders utilizing the already existing 
Akshaya centers as delivery points. 
The implementation of the project will 
provide benefits to member farmers in 
accessing information on markets, 
prices, schemes, credits, quality is- 
sues, and support services. Besides, it 
will also provide agricultural input in 
terms of logistics planning, contract 
farming, management of schemes, and 
enable e-transactions. 

Another interesting project is the 
one initiated by the Agriculture Insur- 
ance Company of India (AIC). Pres- 
ently, satellite is being used by agricul- 
ture insurance companies to locate 
crops which are damaged and other 
valuable insights related to the agri- 
culture field in quick time. This insight 
helps in assessing the crop status 
throughout the study area. For ex- 
ample, the AIC has pilot-tested a crop 
insurance scheme using satellite im- 
ages. Normally, investigation for in- 
surance takes a long time in case of 
poor harvesting. That often wrecks fi- 
nancial havoc on farmers, sometimes 
even leading them to commit suicide. 


With the help of the satellite technol- 
ogy, the process gets finished even be- 
fore the harvest. 

Recently, AIC tested the technol- 
ogy for Rabi season of 2005-06. It used 
satellite images to measure the nor- 
malized difference vegetative index 
that is used to determine the loss in 
crop yield. This process has reduced 
the time taken for insurance delivery. 
K N Rao, Manager, AIC, opines, “Not 
only does the use of remote sensing 
technology speed up the process, it 
also reduces errors because there is no 
human inference. 

Besides, it is more objective." This 
project was initially tested in Haryana 
and Punjab. Buoyed by its success, the 
company now plans to expand the 
project beyond these two states in 
2006-07. 

A similar attempt has been made in 
fisheries also. Using the satellite tech- 
nology, fishermen can be provided infor- 
mation regarding potential fishing zones 
where they can catch more fish. The tech- 
nique is currently in its implementation 
stage and is being handled by 
Hyderabad-based Indian National Cen- 
ter for Ocean Information Services 


(INCOIS). 
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eSagu, an initiative of the IIIT, 
Hyderabad, provides crop-related ad- 
vice from the experts in cities to the re- 
mote rural areas of Andhra Pradesh, 
using digital technology. The institute 
provides timely and personalized ex- 
pert advice to farmers. In this system, 
a coordinator collects all the informa- 
tion regarding the crop in the local area 
and sends it to the team of experts in 
Hyderabad by using a storage device. 
The experts then evaluate the crop 
situation and suggest solutions 
through the eSagu system. These solu- 
tions can be downloaded in the village 
information centers. 

In 2005, this system was tested in 
three villages of Warangal district of 
Andhra Pradesh. The center now ex- 
pects to expand this system over six 
more districts of the state, this year. In 
another instance, armed with informa- 
tion, farmers in Maharashtra have 
shifted from cultivating low-value tra- 
ditional crops to high-value horticul- 
tural crops such as grapes; however, at 
the same time, farmers in Vidarbha re- 
gion of Maharashtra, who lacked rel- 
evant information, have faced crop fail- 
ures continuously due to over-depen- 
dence on monsoon and lack of proper 


guidance. 


The Agriecosystem 


Member Agri-product/service providers 
posts related information/services directory 
w.ct. Crop with transaction location 

(local trader/local office/institution. ) 


Member buyers posts acreage per crop & harvest qty/variety & 


quality/time available and drop-location (local trader) 


> Auto-list offers from Buyers (Accept Price/ 
Order/Transfer Goods & Receive cash) 
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Another encouraging fact is the direct 
involvement of banks in such projects. 
For example, Mumbai-based Yes Bank 
has recently announced its plans for set- 
ting up integrated “Agri Parks” in the 
country in collaboration with 
Wageningen University of The Nether- 
lands. The project is based on the concept 
of *On-demand Farming". The project 
would require that the farmers grow only 
those products that the market de- 
mands. The bank will provide technical 
expertise in association with the 
university's experts. 


Constraints galore 
The state of agriculture research and 
extension or communication in the 
country, however, is the major stum- 
bling block for the further growth of 
the sector. And unless agriculture re- 
search reaches the doorstep of farm- 
ers, any amount of relaxation in terms 
of subsidies and credit will be of no 
avail. With the help of IT, the exten- 
sion technology must be revamped. IT 
should be deployed much more in pro- 
viding timely guidance to the farming 
community. 

The need of the hour is to make IT 
usable for the farmers, in other words, 
making IT farmer-friendly, rather than 
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— Prof. Swaminathan 
Agriculture Scientist 


making farmers IT-friendly. Usually, 
farmers are unaware of the full range of 
available services and hence do not take 
the full advantage of the services pro- 
vided by the institutions involved. For 
instance, in case of Gyandoot, most of 
the farmers viewed these centers, such 
as kiosks, as centers for telephony or for 
the payment of bills. In some cases, the 
communicator or the operator of the 
knowledge center lacks the basic knowl- 
edge to maximize the use of the avail- 
able tools. 

Along with the implementation of 
IT, it is also imperative to focus on in- 
novation in allied activities such as 
gene revolution and hybrid seeds. Ag- 
riculture scientist Prof. Swaminathan 
recently remarked: “I am afraid the 
government has not fully come to grips 
with the dimension of the agrarian cri- 
sis; 40% of our farmers are quitting 
agriculture. Half are below the pov- 
erty line in the villages. Yet in the 
same breath, we talk of a galloping 
sensex as an indicator of develop- 
ment.” Indeed, experts opine that this 
is the time of sharing the global 
knowledge on the sector. If IT is to 
drive powerful social goals, global 
knowledge partnership is necessary. 
In this regard, the much talked about 
partnership between the US and 
India on the agricultural front will be 
beneficial to both the countries. «^ 

Amit Singh Sisodiya 
and Surjit Mohapatra 


Reference # 01M-2006-07-06-01 








Karnataka Bank raises the bar with its 
2005-06 performance 





TOTAL BUSINESS CROSSES RS. 21,000 CRORE 





At Karnataka Bank we try to understand people’s expectations and strive to exceed them 
time and again. We have grown and prospered by helping our customers and their 
business do the same with a wide range of smart, technologically advanced products and 
services backed by a countrywide network of branches. We have shown exponential 
growth across all important parameters during the financial year 2005-2006. 
A performance that we are proud of as it paves the way for us to move forward towards a 
higher level of quality banking swiftly and with greater success, 


We thank our customers, shareholders and 
well-wishers for thei continued Support 


XX Karnataka Bank Ltd. 


.. Head Office: Mangalore - 575 002 


Your Family Bank. Across India. 
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[ Whe announcement that the Indo- 
n Asean FTA will become a reality 

A. early next year has raised a lot of 
excitement as well as anxiety in the 
country's trade and economic circles. 
This is because India's free trade agree- 
ment with Asean will open up a number 
of opportunities as well as challenges. 
On the one hand. the Indian consumer 
will benefit from low prices and greater 
variety of merchandise and the industry 
will get access to markets of Southeast 
Asian nations, but on the other hand, the 
agreement will test India’s competitive- 
ness in several areas of trade in the near 
future. There have been apprehensions 
from within the government and resis- 
tance from the industry representatives 
over the “too ambitious” FTA and its 
possible negative impacts on agriculture 
and small scale industry. India’s exist- 
ing FTAs with Singapore, and Thailand 
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have resulted in painful consequences 
for auto parts manufacturing and elec- 
tronic goods companies and crude palm 
oil was worst hit due to the Sri Lankan 
FTA. There are simialr concerns being 
expressed over the Indo-Asean FTA as 
well. These concerns notwithstanding, 
India had several political and economic 
reasons to ink the historic pact. 

First, many countries around the 
world, be it the European or the North 
American countries, are increasingly 
getting into groups and forming regional 
trade blocs to get access to wider mar- 
kets at cheaper tariffs and exploit econo- 
mies of scale. (At present, there are some 
300 FTAs globally and more than 60% of 
the world trade is done on a preferential 
basis through FTAs). It is more so with 
Asia as its member countries are aiming 
to move towards a single economic com- 
munity in the next decade or so. With glo- 
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balization paradoxically leading to 
regionalization, India cannot afford to be 
left alone. 

Second, the Asean countries (a group 
of 10 dynamic economies, which in- 
cludes Brunei Darussalam, Cambodia, 
Indonesia, Laos, Malaysia, Myanmar, 
Philippines, Singapore, Thailand, and 
Vietnam) have declared to form a single 
market by 2015. Currently, the com- 
bined per capita GDP of Asean is double 
that of India. A unified market would 
only enhance its future growth pros- 
pects, making it a very lucrative market 
for the Indian producers. While linking 
up with the region through an FTA will 
give India a firm foot in the market, an 
early agreement will place it in a better 
position compared to its close competi- 
tors like China and Korea, who are also 
planning to ink similar agreements 
with Asean. It will also be a good dis- 
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play of commitment to the initiative 
that India had taken in 2003 when it 
signed a framework for Comprehensive 
Economic Cooperation Agreement 
(CECA) with Asean, as a precedent to 
FTA and then ultimately to a zero-tariff 
regime. 


No trade without trade-offs 

The deal, however, was not struck easily. 
It was evident during the CECA pact 
that the two sides would have to bargain 
hard for getting maximum concessions 
from each other when they actually sit 
down for an FTA. As expected, the pro- 
cess did involve long and laborious nego- 
tiations. Differences were mainly on the 
issue of sensitive (or negative) items. 
While initially India presented a list of 
more than 1,400 sensitive items (goods 
that will not be imported at reduced tar- 
iffs, basically to protect the interests of 


domestic players), the members of 
Asean wanted India to shelve its sensi- 
tive items list entirely. After several 
rounds of negotiations, both sides agreed 
on a list that contains around 850 sensi- 
tive items. 

Similarly, the “rules of origin” con- 
sumed a lot of time and effort. The idea 
behind setting up the rules of origin was 
to ensure that no other country would 
take advantage of the low-tariffs and 
route all its exports through a member 
country. For instance, an American com- 
pany can route its exports to India 
through Singapore and avail all tariff 
concessions applicable to a Singapore 
company. Rules of origin ensures that 
such misuse of the agreement does not 
happen by specifying the percentage of 
value addition to a product that has to be 
done in the member country so as to 
qualify for the concessions. India has 
compromised 35% of value addition for 
the Asean FTA, as against 40% for the 
Thai FTA. 

For some, it might look like India 
has given too many concessions in a bid 
to achieve this FTA. But negotiations 
are part of any agreement, and so is the 
case with the Indo-Asean FTA. “Since 
trade is a reciprocal game, one has to 
have a trade-off in ‘Give-Take’ for mu- 
tual benefit-sharing of trade. The sen- 
sitive items list originally submitted 
by India was deliberately kept long for 
having a space for further negotiations, 
so obviously it had to be pruned so as to 
accommodate the demands of other 
members of the FTA”, asserts N C 
Pahariya, an Economist at the CUTS 
Center for International Trade, Eco- 
nomics & Environment. 

It has also been argued that Asean 
offers a market of just 600 million people 
to India while India offers Asean a mar- 
ket of 1.2 billion people. However, Asean 
is one of the fastest-growing export mar- 
kets for India with higher income. It is 
also India’s fifth most important market 
for exports and fourth most important 
market for imports. India’s major items 
of exports to countries in the Asean re- 
gion include oil meals, gems and jewelry, 
meat, cotton yarn and fabrics, fruits and 
vegetables, engineering and marine 
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goods, drugs, chemicals and pharmaceu- 
ticals, while imports mainly include ed- 
ible oil, electric goods, organic chemicals, 
machinery, raw wool, pulses and wheat. 
Through the Indo-Asean deal, India 
hopes to reach a target of $30 bn worth of 
trade by 2007. 


Implications for India 

As much as the FTA with Asean en- 
larges the trade and economic space for 
India, it also poses problems for India’s 
agriculture and Small Scale Industry 
(SSI) by exposing them to greater compe- 
tition from their Asian counterparts. 
India is internationally competitive 
when it comes to agricultural products. 
But Asean countries like Vietnam, Indo- 
nesia, and Malaysia are the most effi- 
cient producers of rice, palm oil, coffee, 
tea and spices. Through the import con- 
cessions, they can gain a significant 
share of the Indian market, at the ex- 
pense of domestic producers. Pahariya 
says, “There are some items such as oil- 
seeds, spices, tea, and coffee, which are 
going to be hit very severely, so it is im- 
perative to ensure that these agricul- 
tural products are protected”. Likewise 
some small scale industries may also 
face difficulties as the Indian SSI sector 
is inefficient and technologically back- 
ward compared to the East-Asian coun- 
tries. There might also be disruptions in 
some industries as only the efficient ones 
will survive causing some displacement 
of labor. 

To a certain extent, India Inc. is 
also worried over the consequences of 
free trade with Asean. In some areas 
like cement and auto components 
manufacturing, the Asean countries 
have a cost-advantage over the Indian 
players, since they get the raw materi- 
als at cheaper rates (India’s external 
trade is still hogged by several trade 
barriers). Further, cost-advantage 
through reduced import tariffs will not 
provide a level-playing field for Indian 
industries, say some analysts. How- 
ever, Andersen, Associate Director of 
South Asia Studies, of the Washing- 
ton-based Johns Hopkins University, 
disagrees: “The same argument was 
used several years ago when trade with 
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Chira was beginning to pick-up and 
the fears about India not being able to 
compete proved false". He further 
adds, “I am often amazed by the con- 
tinuing concerns—especially among 
Indian intellectuals—that the country 
is incapable of competing in the inter- 
naticnal marketplace". 

In any case, the Indian Government 
has done a decent job to safeguard the 
interests of agriculture, business and in- 
dustry by keeping the negative list long. 
Further, it has proposed to impose Tariff 
Rate Quotas (TRQs) an critical products 
like edible oil, rubber and tea. TRQs are 
one of the least objectionable alterna- 
tives available under the WTO regime to 
restrain the surge of imports of any com- 
modity that is hitting hard on domestic 
producers. Under TRQs, a product will 
not be allowed any import-tariff conces- 
sions once the quota (or a pre-decided 
limit, usually for a year) for importing 
that particular good is reached. Analysts 
believe that such a step will ensure 
small players' protection against the 
Asean members’ cheap goods. 


Future perfect 

Nevertheless, the bigger picture is 
largely bright as the benefits far out- 
weigh the drawbacks in the long run. The 
Indian manufacturing sector, in particu- 
lar, has a lot to gain from the formation 
of the FTA with Asean. Pahariya says, 
“There is a tremendous scope for Indian 
industries to take advantage of an en- 
larged market, especially pharma, pet- 
rochemicals, textiles and clothing, gems 
and jewelry. leather and footwear, etc." 
There may be more imports into the 
country and at the same time there will 
be more exports. Trade balanced at 
higher levels will benefit all players. Un- 
hindered access to world-class inputs at 
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global prices will further help Indian ex- 
porters to gain greater international 
competitiveness not just against the 
Asean, but also against other countries. 

Similarly, the Indo-Asean FTA will 
facilitate liberated movement of ser- 
vices. Like India, services are a sizeable 
and continuously expanding component 
of Asean countries. The region, on an av- 
erage, generates about 40 to 50% of GDP 
from services. However, owing to short- 
age of cost-efficient, skilled manpower, 
to meet the rising demands, Asean is 
becoming a major demander of ser- 
vices—Asean is also a net importer of 
services, with a trade deficit of US$23 
bn in 2004. According to experts, 
Asean’s import of services is 2.8 times 
of India’s total of service exports. Ser- 
vice industry in India has a tremendous 
export potential to Southeast Asian 
countries. For India, benefits lie in dis- 
tribution and logistics, tourism and 
hospitality, IT and telecom, healthcare 
and financial services. 

Also, the chances of increased in- 
vestment in both directions are very 
high. Indian companies may want to 
manufacture products that have a mar- 
ket potential in Southeast Asia and 
there may be similar motivations for in- 
vestors from Southeast Asia. “The in- 
vestment potential could come sooner”, 
predicts Andersen. India will also gain 
more FDI. As a member of FTA, India 
will prove to be an attractive destina- 
tion for investors who are on the lookout 
to enter regional markets. India can act 
as a gateway for foreign companies to 
set up shops and cater to Asian mar- 
kets. But that will happen only when 
India has a comparatively better envi- 
ronment in terms of regulations and in- 
frastructure than other economies. 
Even if it’s present infrastructure and 
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labor laws are not at par with the inter- 
national benchmarks, the Indo-Asean 
FTA will bring in the necessary pres- 
sure on the industry to upgrade itself. 
Andersen points another advantage 
*India also has an advantage with the 
large overseas Indian population in 
Southeast Asia, who may, as their Chi- 
nese counterparts have done, become a 
source of investment and marketing". 

Analysts also believe that India 
will have to do away with quotas as 
early as possible, if it wants to move 
towards the zero-tariff regime. It's 
time the domestic players pull up their 
socks and rise to the international lev- 
els quickly. More than the comfort in 
quotas, it is the internal competitive- 
ness acquired by the Indian industry 
that will help reap complete benefits of 
free trade. Andersen says, “For Indian 
products to be more competitive, the 
country must improve its infrastruc- 
ture, especially electrical generation. A 
combination of government and pri- 
vate enterprise must be involved be- 
cause of the huge scope. This needs to 
be put on a priority basis". 

Asean too would benefit from trade 
with India as much as India would. Cur- 
rently, India conducts $25 bn worth of 
annual trade with members of the 
Asean and hopes to double that figure 
after signing the Indo-Asean free trade 
agreement. According to reports, in the 
last five years India's exports to Asean 
have increased by over 280%, while im- 
ports from Asean have increased by 
around 220%. Pahariya notes, “Due to 
the presence of considerable complemen- 
tarities of production and trade struc- 
tures in the Asian countries including 
India, the formation of RTA would help 
exploit these complementarities for mu- 
tual advantage." Andersen is also of the 
same view. He says, “I envisage much 
closer India-Southeast Asian relations 
in the next decade or so, partly because 
these countries see both strategic and 
economic advantages in closer ties with 
India. For them (Southeast Asian na- 
tions), India is a counterweight to 
China". 

Overall, the short-term impact will 
neither be very bad nor very good. How- 
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ever, in the long run, it will benefit both 
India and Asean. Almost all empirical 
studies conducted by Indian as well as 
international researchers using grav- 
ity models and other econometric mod- 
eling have found that Indo-Asean FTA 
will greatly benefit the region as a 
whole. For India, the transitional pe- 
riod depends how fast it is able to im- 
bibe the change which, in turn, depends 
how fast the policies that are required 
to adjust to the change are imple- 
mented. Pahariya says, “The govern- 
ment, on its part, has to be efficient 
and very quick in reaction to grab any 
opportunity and provide cushion in 
times of adversity. The old mindset of 
the functioning of the governmental 
machinery cannot sustain anymore.” 
Greater interaction of the government 
with different stakeholders is the need 
of the hour. 

India has, indeed, embarked on an 
ambitious path by deciding to have 
FTAs with all its neighbors as well as 
the Gulf countries in the next one year. 
Prime Minister Manmohan Singh has 
reiterated his commitment to work to- 
wards Asian Economic Community by 
clinching the Indo-Asean Free Trade 
Agreement despite several barriers and 
his “Look East” policies have started 
bearing fruits. The Indo-Asian FTA can 
be considered a major step towards 
India’s goal of being the leader of the 21* 
century. An analogy may be apt in this 
context: Indian players need te put up a 
good show in the Asian Games before 
competing in the Olympics. 
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Emerging Asian equations 

*Grab your partner and dance on the 
free trade area" seems to be the motto 
of the Asian countries these days. Asian 
free trade areas among Asian nations 
are expected to increase dramatically in 
the near future as almost all the coun- 
tries are on the verge of completing ne- 
gotiations. India has just completed ne- 
gotiating the Asean FTA—the biggest 
one so far for the country—and has al- 
ready started working on similar agree- 
ments with Japan, South Korea, China, 
etc. Asean too does not seem to be relax- 
ing after clinching the Indian deal. It is 
looking at grabbing more of the market 
share of China, South Korea, and Ja- 
pan. There are similar motivations 
from the plus-3 nations (China, South 
Korea and Japan) towards each other. 
While Korea is eyeing Japan and China, 
Japan is looking to partner with China. 
Pakistan too has entered the FTA scene 
by initiating talks with Asean. Even 
Australia and New Zealand are talking 
about such arrangements with develop- 
ing Asian economies. Asia is probably 
the busiest region working on FTAs 
currently. 

What does all this signify? Coun- 
tries are adopting multi-speed, multi- 
track approach towards Asian economic 
integration and the FTAs are consid- 
ered the building blocks of “Single 
Asia”. More and more trade is being ex- 
changed among the Asian countries re- 
sulting in relatively less importance of 
overseas markets. For instance, 45% of 
all Japan’s exports are bound for its 
Asian neighbors. An FTA with such na- 
tions will make exports easier and 
trouble-free for Japan. A single, pan- 
Asian market is sure to increase the 
growth prospects and economic com- 
petitiveness of the entire region com- 
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pared to the West. Increased economic 
cooperation may also bring about stron- 
ger political cohesiveness among the 
member nations. Such developments 
are thought to bring back those golden 
days of superior economic power that 
Asia had enjoyed for long. 

However, there is a word of caution. 
It has been observed that countries are 
increasingly taking the bilateral route 
than the multilateral route to achieve 
FTAs. One possible reason for doing so 
may be to avoid the intervention of 
WTO. But if the agreement is between 
countries which are on different levels 
of development, it can make the negoti- 
ating process more cumbersome. De- 
veloping countries may find them- 
selves in a fix, opting to liberalize on 
one side and trying to protect their do- 
mestic industries that are not-so-com- 
petitive on the other hand. One ex- 
ample of this is India's now-on, now-off 
free trade agreement with Singapore. 
Such pitfalls are to be avoided; else the 
free trade areas will cause more dis- 
parities than rendering equal growth 
opportunities. 

As the most culturally, politically, and 
economically diverse region, Asia has the 
resources, skilled manpower, industries, 
and traditions that can help to regain its 
lost importance. Regional FTAs are cer- 
tainly a step in the right direction. But 
countries should not view them as the 
last step. They should use these local 
FTAs to improve internal reforms and 
work towards achieving global liberaliza- 
tion and compete globally, not just locally, 
as there is more to gain in the global mar- 
ket than in the regional market. ^^ 
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We need to overcome the mental block or the obsessions as to what can 
India do to sell more to Asean. This mindset must be bid good bye, if we 
want our economies to change for the better. 
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ne of the most important eco- 

omic groupings in Asia is 

Asean, and its relation with 

India, a burgeoning developing country, 
is all the more significant. The member 
countries of Asean are diverse cultur- 
ally and economically, although their 
major products include electronic goods, 
oil and wood. Asean has always tried to 
link itself with major powers of the 
world and the same reason can be ap- 
plied to its interest towards an FTA 
with India. India is gaining dominance 
in the science and technology areas and 
is also predicted to be the third biggest 


economy by 2050, after the US and 
China. All these reasons point to the 
fact why Asean cannot afford to ignore 
India. However, there are many ways in 
which India will be benefitted from the 
FTA. India's engagement with Asean 
can boost the country's economy and im- 
prove its foreign trade. Going by the sta- 
tistics of the Commerce Ministry, 
Asean is the fifth largest market for 
India's exports and fourth important 
source of imports. The free trade with 
Asean covers trade in goods, services 
and investment as well as other areas 
of economic cooperation. 


Indo-Asean trade in 2003-04 was 
about US$13.25 bn— over five times 
the 1993-94 trade figure of US$2.5 bn. 
India's exports to Asean were US$5.8 
bn while imports were about US$7.4 
bn in this period; balance of trade was 
in favor of Asean. India's exports to 
Asean include oil meals, gems and jew- 
elry, meat and meat preparations, cot- 
ton yarn, fabrics, made-ups, engineer- 
ing goods, transport equipment, ma- 
chinery and instruments, electronic 
goods, marine products, fruits and veg- 
etables, rice, drugs and pharmaceuti- 
cals, chemicals, etc. India's trade with 
the world in 2004 stood at US$142 bn, 
Asean accounting for 9.34% of India’s 
global trade, up from 8.5696 last year. 
However, based on the availability of 
data for Asean's global import, India's 
exports to Asean in different product 
groups are much below the potential. 
The proposed FTA with Asean will cre- 
ate a market of over 1.5 billion popula- 
tion with a combined GDP of $1.2 tn. 

The main significance of the Indo- 
Asean FTA for India is that it will fa- 
cilitate and allow the liberated move- 
ment of goods and services, either for 
free or at reduced tariffs, reduced cus- 
toms duties, and reduced import du- 
ties. It will also promote Foreign Direct 
Investment (FDI) in India as more and 
more companies and investors from 
Southeast Asian regions would be will- 
ing to invest in India. India will also be 
able to improve its technology and ser- 
vices sector. Another significance of the 
FTA for India is that the manufactur- 
ers and the producers of goods and ser- 
vices will be exposed to a highly com- 
petitive market, compelling them not 
only to reduce the prices of their goods 
and services but also to improve qual- 
ity thereof. In a nutshell, this FTA will 
boost foreign investment and will give 
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a fillip to research and development 
activities. 

The Indo-Asean FTA will also ben- 
efit the countries of Southeast Asia. It 
will increase the trade and commerce 
amongst the Southeast Asian nations. 
The FTA will prompt trade expansion, 
and sharing of the goods and services will 
get an impetus. The agreement will en- 
sure that Southeast Asian nations will 
have an effortless access to those goods 
which they used to import from other na- 
tions earlier by paying heavy tariffs. In- 
vestment within the said region will also 
get a stimulus. Also, the economies of the 
Southeast Asian nations will witness 
higher growth rates as their markets be- 
come more competitive. 

To sum-up, I feel that welfare and 
output gains are expected for both India 
as well as Asean from this FTA using 
economic modeling; there will be more 
potential for trade in services as Asean’s 
service imports are over 2.8 times that of 
India’s total service exports; promoting 
free trade and investment with South- 
east nations will force the Indian indus- 
try to become more competitive; it will 
provide Indians with better quality con- 
sumer goods at cheaper rates; and it will 
compel the government to make indus- 
try-friendly regulations. 

India already has separate FTAs 
with Thailand and Singapore. The Indo- 
Thailand and Indo-Singapore Treaties 
are agreements that envisage an ex- 
change of concessions by way of prefer- 
ence by a few percentage points on a rela- 
tively small list of products but Indo- 
Asean FTA is an agreement in which the 
intention is to eventually create an FTA. 


The sensitive list 

India has slashed the sensitive list of 
items (those items on which no tariff re- 
duction is applicable) by one-third and 
will stand to gain in the long run be- 
cause of this generous concession. Ini- 
tially, India had proposed a list of more 
than 1,400 items, however, it has been 
pruned down to around 900 items. By 
cutting the sensitive items list, India 
has acquiesced to the free movement of 
the goods in the region. This will ensure 
high quality and low-costs, which India 
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development. 
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can easily provide, being a labor-inten- 
sive economy. We need to overcome the 
mental block or the obsessions as to 
what can India do to sell more to Asean. 
This mindset must be bid good bye, if 
we want our economies to change for the 
better. 

Shrinking of the sensitive items list 
will give India an opportunity to look be- 
yond trade and to areas such as science 
and technology, information technology, 
biotechnology, space technology, tour- 
ism, and human resource development. 
This increased trade will benefit India 
and will take the country closer to its 
target of achieving 2% of the global 


trade. It is heartening to see that India 
has finally made an attempt to look be- 
yond its traditional partners, viz., the 
US, the UK, Japan, etc. Through this 
FTA, India can now hope to compete in 
the Asean region which would have oth- 
erwise been impossible—Asean mem- 
ber nations already enjoy preferential 
tariffs among themselves which would 
make Indian products highly 
uncompetitive. Hence, the reduction of 
sensitive items is a welcome forward 
looking step. 

The tariff rate quotas for goods in 
the sensitive sector will prove to be suf- 
ficient to prevent the negative effect of 
Asean FTA because the goods on which 
the tariff rate quotas have been im- 
posed will not enjoy free movement. The 
tariffs imposed will determine how 
much customs duty or import duty shall 
be payable by any country. This will pre- 
vent their excess supply in India and it 
will save the goods from intense compe- 
tition. Also, outside markets will not 
affect the indigenous producers of those 
goods. But the tariff rates should be 
fixed diligently and on pivotal goods 
only after due consideration and 
thought. 


Impact on Indian agriculture and 
small scale industry 

The FTA will have a positive effect on 
Indian agriculture and small scale in- 
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the sectors of the Indian 
economy will feel the 
pain of an Indo-Asean 
FTA. But later, all these 
sectors will reconcile, re- 
adjust and re-adapt to the 
demands of change. TI 


dustry. The products which have been in- 
cluded in the negative list or sensitive 
list will remain unaffected. They will 
also have the tariff charges but goods 
which are either not there or have been 
deleted from the negative list will be free 
to be exported or imported. 

The agricultural items, which are 
no: included in the negative list, will be 
exposed to international markets and 
will face greater competition in South- 
east Asia. With revolutionary develop- 
ments in the patent laws, the agricul- 
tural industry in India and Southeast 
Asia as a whole will get more organized 
and profitable. 

There are objections coming in from 
some quarters with regard to the inclu- 
sion of key commodities like pepper, rub- 
ber, palm cil, coffee and tea in the ambi- 
tious tariff liberalization program. Ac- 
cording to them, it may lead to “compro- 
mising farmers' interests". 

The FTA with Asean will widen 
India’s trade and economic horizon; it 
could, in the shert-term at any rate, fa- 
cade exertion for its agriculture and in- 
dustry by exposing the domestic market 
to greater competition from Southeast 
Asian producers. Besides a wide range 
of manufactured goods, there are sev- 
eral agricultural products from Asean 
countries such as Malaysia, Indonesia, 
Vietnam and the Philippines that could 
gain increased market share in India 
through the FTA route, at the expense 
of domestic producers. Edible oil 
imported from Malaysia is one such 
example. 

The small scale industry will be af- 
fected by this FTA because the gradual 
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lowering of tariff and the present in- 
verted tariff structure have not only nul- 
lified the protection to small scale prod- 
ucts but have also made them non-com- 
petitive. But we must realize that ulti- 
mately the small scale industry has to 
merge with the main stream. The small 
scale industry has already enjoyed a lot 
of protection in the past from the govern- 
ment as well as financial institutions. 
We need to acknowledge that there are 
items/goods whose production makes 
sense only if they are manufactured in a 
small scale outfit. Hence, whether they 
are de-listed or not, in the long run, the 
FTA will not do any harm. FDI in small 
scale sector or import/export in the said 
sector will prove beneficial for the 
end-user. 


Impact on the Indian manufacturing 
sector 

The Indian manufacturer will remain 
inescapable from the effects of FTA. The 
Free Trade Agreement will result in 
Indian markets being exposed to the 
other Southeast Asian countries. There 
will be more competition among the dif- 
ferent manufacturers. The manufactur- 
ing sector will have to gear up with the 
best quality goods and services in order 
to be dominant in the international 
scene. Their technical know-how will 
play a significant role. Those manufac- 
turers who produce low quality goods 
will perish because their products will 
not be able withstand the other quality 
products of the Southeast Asian nations. 
Thus, the manufacturing sector will face 
intense competition. They will have to 
put in a lot of effort to dominate over the 
foreign manufacturers of Southeast 
Asian nations. In fact, both FDI and im- 





port/export of foreign goods will provide a 
tough forum leading to the “survival of 
the fittest". 


Overall impact 

To begin with, almost all the sectors of 
the Indian economy will feel the pain of 
an Indo-Asean FTA. But later, all these 
sectors will reconcile, re-adjust and re- 
adapt to the demands of change. It will 
be for the betterment of all concerned. All 
sectors — manufacturing, small scale in- 
dustry, trading, real estate develop- 
ment, services— where technology plays 
an important role will feel the pain. The 
immediate impact of the FTA in the 
short-term will be that the Indian mar- 
ket will get flooded with foreign products 
and services because of no or lower im- 
port and custom duties. Manufacturers 
and agricultural sector of India will face 
competition from the other outside 
manufacturers and producers. FTA may 
even prove harmful to some of the manu- 
facturers, for their goods will not be able 
to stand before the good quality goods of 
the foreign manufacturers. Thus, some 
manufacturers may eventually get 
wiped off. 

Though Indian manufacturers would 
be harmed to some extent, the agree- 
ment will benefit India in the long run. 
India will have more foreign investment, 
higher growth rate, improved bargaining 
power and free access to foreign goods; 
above all, it will have access to modern 
technology. 

India might take a decade or little 
less than that to benefit completely from 
this FTA, as by this period of time it 
would have received much more in in- 
vestments and would also have gained 
enough capacity to stand up against the 
international market. India has the po- 
tential to become one of the top five 
economies by 2025. As per Goldman 
Sachs Report, India will be the third 
largest economy (after China and the 
US) by 2050. 


Role of the 

In order to benefit from this FTA, India 
should first deepen its trade reforms by 
redoubling the efforts for customs mod- 
ernization, streamlining of documentary 
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requirements, and improving automa- 
tion and Electronic Data Interchange. 
Simplifying the customs procedures and 
speeding up customs clearance both for 
exports and imports should also be done. 
Consequent reduction of the transaction 
costs for exports would go a long way in 
improving competitiveness and in 
achieving the country's targets of dou- 
bling the exports by 2008-09. These 
measures will make the country more 
attractive for FDI. Technology-intensive 
items will also provide momentum to 
the export drive. 

Market failure, poor infrastructure, 
deficiency of policies, institutions and 
governance in ensuring protection of in- 
vestors' welfare are some of the handi- 
caps which may prove to be an obstacle 
for India in taking all the benefits 
from FTA. India should improve them 
immediately and provide a splendid 
infrastructure to the investing foreign 
companies. 

The government's involvement with 
the private sector will enable efficient 
use of resources and also the optimum 
utilization of infrastructure and ser- 
vices. A regulatory framework in infra- 
structure sectors that is transparent 
and independent and is based on inter- 
national best practices should also be 
created. 

On the basis of surveys conducted 
time and again in India by various cred- 
ible agencies, the following issues need 
to be addressed immediately by the gov- 
ernment: Corruption at all levels needs 
to be curbed; labor/industrial laws need 
to be simplified; customs clearance pro- 
cedures need to be simplified; power 







situation needs to be improved; roads/ 
highways need to be spread and main- 
tained; civic infrastructure needs to be 
improved as a whole; and single window 
clearance system needs to be introduced. 
A Regional Trade Agreement (RTA), 
as the name itself suggests, is an 
agreement undertaken by countries lo- 
cated within a defined geographic area, 
whereby the participating countries 
align themselves with each other to 
achieve some form of economic integra- 
tion. The agreement could take various 
forms like free trade areas, customs 
unions, common markets and eco- 
nomic unions, each of which has a dif- 
ferent scope and purpose. Analysts' 
suggestion that we are heading to- 
wards Asian economic integration is 
very true because more and more 
Asian nations now believe in having 
FTAs with the other nations. India's 
first FTA was with Sri Lanka; it then 
signed an FTA with Thailand and now 
it has signed an FTA with Asean. 
China, Japan, Singapore, etc., have 
also signed FTAs with many other na- 
tions. It looks as if all Asian countries 
want to have more economic coopera- 
tion with each other in order to improve 
their economies. We are definitely 
heading towards an Asian economic 
integration like that of the European 
Union. Asean cooperation has resulted 
in greater regional integration. 
Regional trading arrangements and 
FTAs have increasingly become the pre- 
ferred mode of trade liberalization 
amongst the countries of a region even 


savings. And minimising your risks. 
are not taken for a ride. 


today. 


The earlier you start investing in stocks, the better your prospects are. As you'll have 
ge of. Getting you the highest returns on your 
Besides, stringent monitoring systems ensure you 


many market-booms to take advanta 


Geojit offers you the backing of the largest pool of industry certified professionals. 
Alongwith access to meticulously researched data, to help you identify sound stocks. 
To start a trading account, or to avail our equity-based portfolio management services, 
call our Toll-free number 1600-425-5501. Or walk into your nearest Geojit branch 


Geojit Financial Services Ltd. 
Finance Towers, Kaloor, Kochi - 17. Tel: 91-484-2405501/2 
Fax: 2405618. Email: mailus@geojit.com Www. geojit.com 


SEBI Regn. nos: NSE INB230806739, INF230806739 & INP000000316; BSE INBO10806736; IN-DP-NSDL-24-97 


E 


It looks as if all Asian 
countries want to have 
more economic 
cooperation with each 
other in order to improve 


though they may be members of WTO. 
The reason for this can be traced to the 
freedom that such arrangements pro- 
vide for, by addressing the trade issues 
peculiar to a region or the member coun- 
tries of an FTA. 

In a nutshell Indo-Asean FTA can 
be used as a tool for material manage- 
ment; cheaper imports — domestic 
prices in control; better quality products 
at competitive price; better market ac- 
cess; investments flow — JVs; coverage 
of services; mutual recognition of stan- 
dards and laboratories; trade facilita- 
tion, harmonization of customs proce- 
dures, etc. 

One of the primary reasons for the 
increase in the regional Free Trade 
Agreements is that regional FTAs are 
the only path available for many devel- 
oping countries to integrate into the 
world economy. Integration of every re- 
gion is undoubtedly a sagacious policy for 
eliminating poverty and unemployment; 
if this can be achieved through moderate 
trade and economic development, no 
price is too high to pay. «^ 
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B INDUSTRY 





Software Product Development 


Unfolding the Opportunity 





After IT services, Indian players are eyeing the product development market 


io move up the value chain. 


ver the years, the Indian IT in- 

dustry has established itself as 

a strong player in the global 
arena through its strong domain 
knowledge and renowned legacy of 
high-quality with low-cost IT services. 
Amidst the expansion of global mar- 
ket for electronic devices due to in- 
creasing levels of convergence, digiti- 
zation and cost reduction have played 
key roles in driving the industry into 
the higher enc of innovation like prod- 
uct development, embedded systems 
and software products—the key seg- 
ments of the software R&D sector. 
[ndia, being an application service 
provider over the years, is now emerg- 
ing as an outseurcing hub for product 
development. As per a Nasscom re- 
port, India's share is a meager 0.2% of 
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the $180 bn global software product 
market. However, after realizing the 
opportunities, now Indian companies 
are awakening to capture the big 
share in this space. 

Global product-based companies 
such as IBM, HP, and Texas Instru- 
ments have engaged in outsourcing 
some of their low-end product develop- 
ment activities (coding and testing) to 
India since the early 1990s. Subse- 
quently, global independent software 
vendors witnessed some tough time go- 
ing by the volatile market conditions. 
These developments rushed them to 
upgrade and expand their product of- 
ferings at reduced costs. 

However, by that time most of 
these players realized that there was 
only little scope for further cost reduc- 


tion by operating within same busi- 
ness model where the growth was con- 
strained by falling profitability. On the 
other hand, the rapid expansion of com- 
munication modes made them to con- 
ceive an alternative solution in the 
form of offshoring. India seemed to be 
the ideal partner for their business. 
Moreover, they realized that India had 
world-class infrastructure and process 
excellence through Capability Matu- 
rity Model (CMM) and six sigma pro- 
grams and positioned itself as a key 
contender in the growing offshore soft- 
ware product segment. 

Today, there are over 100 MNCs 
that have established their develop- 
ment centers in India to support their 
global R&D centers. Rob Enderle, 
Principal Analyst, Enderle Group, is 
very optimistic about the product de- 
velopment market. He says, "The fu- 
ture opportunities for offshore product 
development are improving; jobs tend 
to flow where the costs for a given skill- 
set are lowest, and logistic problems 
don't create a barrier. Software devel- 
opment is increasingly 24 hours and 
collaboration technology is reaching a 
point where working groups in vastly 
separated geographies can function as 
a team." 

Accordingly, Indian companies 
have been trying to establish their 
brand presence in the global software 
product market. In the past, though the 
Indian diaspora has actively involved 
in the development of successful soft- 
ware products such as Microsoft-Win- 
dows, SAP and Intel processors, etc., 
they failed to kick off the "Made in 
India" brands at large scale. Neverthe- 
less, India made i-flex — Flexcube (ac- 
quired by Oracle) and Infosys— Finacle 
have been succeeding globally. As 
competition in IT services is intensify- 





Software Product Development 





INTERVIEW 


Even after the huge success in IT services, why have indian 
companies been failing to develop software products on par 
with their global peers? 

Product development in software markets happens when 
the companies are part of the ecology. Typically, product 
road maps are aligned with the brand product and Original 
Equipment Manufacturers (OEMs), or other service provid- 
ers carry out the product development and manufacturing 
with little say in the introduction of new features/modules. 
For example, if Apple has a certain development around 
iPod, it would recommend a Taiwanese manufacturer 
who controls chips/production to incorporate a product. 
OEM on the other hand, would be focusing on cost reduction 
and is unlikely to support innovations. 

Traditionally, Indian companies have focused on OEM 
products and services. However, recently they have started 
to understand how technologies are standardized and are 
learning to play the game. Moreover, given the low-risk re- 
turns in software services, many companies would be shy of 
taking the risk of product development that would require 
them to identify product opportunities, develop a product for 
about 18-28 months, and then chase a buyer. Also, as the 
Indian business ecology (banking institutions, IT firms, 
Government) is focused on services, with low or inadequate 
support for product development, the growth of Indian prod- 
uct development has been slow. 


What are the risks associated with the software product develop- 
ment, specifically in India? 

Software companies’ success, unlike services, is not guaranteed. 
Consider the case of Sasken; it had to morph its business 
model from a product company to a service company to sur- 
vive. The typical risks associated with a product are: 

a) Technology risk; and b) Commercial risk. 

Firms have realized that new technology investments 
are risky, as substitution is very quick and all their invest- 
ments will go down the drain. Consider those firms 
that were developing J2ME or J2EE products. Once BEA 
came up with the next version ofthe product, the demand for 
J2ME or J2EE products vanished quickly. 

Commercial risk is easy to predict and can be avoided 
if firms are prudent about their market and investments. 
Consider firms that heavily went on to invest in 
Bluetooth for PCs and other high battery power require- 
ment applications resulting in IEEE 801.1g 
replacing Bluetooth as a better standard, and computer 
majors like Dell announcing their products on the stan- 
dards of IEEE 801. 


Given the low-risk retums in software services, many companies would be 
shy of taking the risk of product development. 


— Madan Mohan 
Director — Consulting (ICT Practice), Frost & Sullivan India 


Some of the Indian companies like Infosys and i-flex have been 
successful in the product development arena. Will the experiences 
of these companies be helpful in the development of this sector? 
Software product companies are of three types: Technol- 
ogy, applications, and enterprise. Technology product com- 
panies develop products based on standards, and open 
sources. They also market their products to 
meet certain technical requirements of the users. An ex- 
ample is Tajas Networks which works on soft switches and 
net generation networks. 

Infosys and i-flex develop banking solutions that are 
classified as application products. These companies de- 
velop solutions that work on some other companies’ plat- 
form, say an application on SAP netweaver or Microsoft 
Windows Platform. Finally, enterprise products are those 
which are deployed as platforms in enterprises and not 
as point solutions. For example, Ramco system virtual 
works is a platform that is customizable to different 
industries. 


Though India is unable to produce “Made in India” software 
products, Indian product companies are eyeing Offshore Product 
Development (OPD). What are the future opportunities for tapping the 
OPD activities? 

OPD is of two types: Development centered and Design and 
Development (D&D) centered. Development centered OPD 
is nothing but software coding with specifics given by the 
product company elsewhere. In some cases, like in the case 
of Talisma, the local company is aware of the market 
requirements and keeps developing different applica- 
tions for major platform players like Microsoft. Later, 
Microsoft bundles/offers this solution to the market. In this 
case, Talisma may also invest in design of the software and 
hence such OPD is called D&D OPD. There is an increase in 
demand for only development centers because of two rea- 
sons: Several multinationals have tight time-to-market 
schedules and any redundancy is always beneficial. 


What are the relative competitive advantages that India can offer to 
global software product majors in the OPD segment? 

India has a large pool of skilled manpower (according to 
world competitiveness report, India ranks second after Ja- 
pan in terms of quality of its engineers). It has the largest 
number of CMM Level 5 organizations in the world (ensur- 
ing product development happens in controlled and 
measured environments). Countries like Russia 
which certainly have a pool of highly qualified resources are 
not able to raise the bar because of their workforce not being 
proficient in the English language, unlike India. 
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ing due to commoditization, many 
emerging software companies are 
focusing on product development 
activities. 


The constraints 

Due to lack of financial muscle and 
marketing capabilities, Indian com- 
panies have been failing to establish 
themselves as software product ven- 
dors. Besides, the software product 
companies are not the darlings of the 
financial world. Also, venture capital- 
ists and private equity players are not 
keen on this segment due to the com- 
mercial and technological risks 
involved. 

Moreover, the thumb rule for the suc- 
cess of any software product develop- 
ment company is that it should have rev- 
enues of at least $1 bn. For instance, 
WordPerfect, a rival to Microsoft Word, 
has failed to succeed due to lack of finan- 
cial muscle. Though Infosys Technolo- 
gies, Polaris, Nucleus Software and Geo- 
metric Software also have products, 
these do not contribute to a significant 
part of their revenues. i-flex is the only 
Indian company which derives 5096 rev- 
enues from its core banking software so- 
lution— Flexcube. Though it has suc- 
ceeded in the global market, it is strug- 
gling when it comes to signing new cli- 
ents. The recent acquisition of i-flex by 
Oracle has shown that a product com- 
pany can’t survive without deep pockets 
and large reserves. 


Moving up the value chain? 
The Indian IT industry has been trying 
to move the value chain from services 


to product development. Offshore 
Product Development (OPD) seemed to 
be one of the solutions to go higher up 
the value chain. 

However, when compared with IT 
services there are multiple distinc- 
tions the way OPD segments operate. 
IT services need thousands of employ- 
ees whereas product development can 
be managed by a few hundreds. Be- 
sides, the profitability is higher in 
product development activities than 
that of services. Small IT firms such as 
Symphony, Aztec, Persistent, Aspire 
and Impetus are a new breed of OPD 
providers. 

Software products can be classified 
in many ways; while consumer soft- 
ware products include products like 
MS Word, software games and soft- 
ware for personal financial planning, 
enterprise software products include 
products like enterprise planning 
(SAP, PeopleSoft), financial manage- 
ment (Tally, i-flex), supply chain (i2, 
Manugistics); and  CAD/CAM 
(Autodesk, Primavera). Another cat- 
egory is the embedded software prod- 
ucts — software, which is used in hard- 
ware devices such as medical devices 
and consumer electronics. 

The global software majors 
Microsoft, Oracle, and Sun Micro- 
systems have their product develop- 
ment centers in India. Besides, ven- 
ture capitalists have also started in- 
vesting significantly in smaller In- 
dian players. Ajay Kela, President of 
Symphony Services, India, says: “The 
typical IT services outsourcing is be- 
coming a commodity business where 


price is now the only USP. In compari- 
son, OPD is a young industry with a 
greater upside potential both in terms 
of revenue and profit margins". Others 
say that the typical IT outsourcing is 
becoming a scale-sensitive business 
and tier-1 companies have a huge 
brand presence there. Smaller compa- 
nies have to find new niches if they 
have to thrive. 


Outlook 


Though the Indian products are com- 
parable to global peers technically, 
their poor marketing is a big drawback 
for the Indian players. However, the 
mature R&D ecosystems such as 
third-party vendors, captive units and 
joint ventures are creating favorable 
conditions for innovation. The advance- 
ments in the communication technol- 
ogy, however, are leveling the field and 
there is a growing opportunity for com- 
panies for working creatively and fo- 
cusing on mitigating the traditional 
disadvantages. They can now use re- 
lated technology to effectively compete 
in the world market. 

Nevertheless, in the end, Indian 
companies need to demonstrate the 
quality of their products to their glo- 
bal customers. It will be interesting to 
see whether Indian companies inte- 
grate with global software majors as 
vendors or take on their peers by nur- 
turing their innovations in the days to 
come. A 

N Janardhan Rao 
and Ravi Babu Adusumilli 
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B MONETARY MUSINGS 





Chinese Interest Rates 


Is Hike a Good Bet to Cool the Economy? 


China knows what is good for it. More than that it has the best timing sense 


for its execution. 





t is after a gap of almost 30 months 
that China raised its interest rates. 
e benchmark one year lending 
rate has been raised by albeit a minuscule 
27bp, from 5.58 to 5.85%, effective April 28, 
2006. Similarly, interest rates on loans 
with other maturities were adjusted ac- 
cordingly. Intriguingly, it has not changed 
the deposit rates. One apparent reason 
could be that it doesnt want the consumers 
to dump their savings on banks that are 
already flush with liquidity. 

The reasons for the current rate hike are 
not far to seek. According to the People’s 
Bank of China (PBOC), the current hike is 
meant to “consolidate achievements of the 
macroeconomic management, maintain 
the good momentum of the sustainable, 
rapid, balanced, and healthy development 
of the national economy and enable the 
market to play a greater role in resources 
allocation as well as in macroeconomic 
management”. Viewed against this con- 
text, the current rise in interest rate does 
sound pretty modest. Yet, itis a very signifi- 
cant move, for, it gives the right signal about 
China's intention in letting markets play a 
greater role in shaping its economy. How- 
ever, it fades out if juxtaposed along with 
that of the US, which has raised its interest 
rates 18 times in the recent past. Inciden- 
tally, this also prods one to infer that inter- 
est rate is still not a significant tool of 
China's monetary policy nor can it assume 
that status so long it sticks to its pegged 
exchange rate regime. 


Overheating economy 

Nevertheless, one thing is evident: the top 
leadership of China is pretty jittery about 
its overheated economy and is anxious to 
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cool it off at the earliest. This well reflects 
in what ZhouXiaochuan, the Governor of 
PBOC, said: "The economy is a little bit 
hot, so we are aiming at some fine-tun- 
ing." Even its President Hu Jintao had 
the same to say: "We do not want, nor are 
we pursuing, over-rapid economic 
growth." Now, let us figure out what their 
economy has got to say. China's gross do- 
mestic product grew 10.2% in the first 
quarter of the year. The fixed investment 
was up 32.6% YoY in March this year, 
while loan growth rate continues to accel- 
erate. New lending is reported to have 
grown by Rmb 1,260 bn in the first quar- 
ter of the year, which is almost more than 
half of the bank's target for whole of the 
2006. In January to April its imports rose 
22.1% to $240.48 bn and exports rose 
25.8% to $274.23 bn. All this indicates 
that its economy is growing at a fast pace, 
perhaps fueled by easy credit and its in- 
vestment in fixed assets. 

Admittedly, such a fast pace of in- 
vestment has resulted in overcapacity 
in sectors such as steel and other 
manufactured goods. Over and above, 
it is feared that such surplus produc- 
tion and the resulting surging exports 
may create tensions with the US and 
other trading partners—including 
anti-dumping protests. Considering 
“arresting the speed in credit 
disbursals” as the obvious way out to 
stave off such unpleasant develop- 
ments, the Chinese central bank might 
have hiked the interest rates on loans. 
But, one only wishes it is that simple, 
but before getting into that, let us take 
a quick look at how the world reacted to 
the rate hike. 


World reaction 

The current interest rate hike by China, 
instantly raised fears in the global stock 
markets about the probability of China’s 
economic growth faltering and the re- 
sulting slump in the demand for com- 
modities from China. This fear indeed 
reflected in the fall in share prices of Eu- 
ropean mining, utility and oil compa- 
nies, immediately following the an- 
nouncement. Although these reactions 
are overblown, there is nevertheless a 
cause for concern. All along it has been 
China which has fueled demand for com- 
modities in the world market. It is esti- 
mated that 40% of current demand in 
the oil market is from China. So, this 
sudden anxiety from the leadership of 
China to slowdown its economic growth 
instantly dampened the market spirit 
across the globe. This is evident in the 
global copper market too. 

But the US has welcomed the rate 
hike, describing it as a positive step for a 
country that was till now known to inter- 
vene in the market through bureaucratic 
fiat. It is however, not all that enthused 
by the current move, for, it believes that 
as long as China manages a sort of fixed 
exchange rate, it cannot arrest growth 
rate merely through interest rate hike. 
True, in a globalized economy where 
monetary policy and its implementation 
are severely influenced in various ways 
by what happens in the external environ- 
ment, a mere hike in interest rate, that 
too, by a margin of a quarter percent can 
hardly make any difference by itself. 


Domestic concerns 

That said, let us take a peep into what 
rate hike means for China domestically. 
Analysts fear that the very fact of not 
hiking the interest rate on deposits may 
tempt banks to increase their lending for 
they can arbitrage on interest rate differ- 
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ences between loans and deposits for re- 
alizing better profits. Secondly, no one 
can rule out the influence of regional 
leadership in making banks to lend to 
state enterprises whose growth has a di- 
rect bearing on the respective region’s 
economic activity. Thirdly, Chinese 
banks rarely bother to charge higher 
rates of interest for riskier borrowers. 
Even today, it is reported that Chinese 
banks grant loans at or slightly below 
the Central Bank’s benchmark rates. 
The net result is accretion of bad debts, 
particularly, during periods of downturn. 

There is yet another strong reason for 
the likely growth in loan disbursals in 
the coming months. One section of econo- 
mists still argue that some amount of 
lending would continue on account of 
booming exports and FDI inflows that 
are converted into yuan on account of 
sterilization activities of the Central 
Bank. This is perhaps one reason why 
markets fear that China may in the near 
future opt for “administrative interven- 
tion” to suck overflowing liquidity by 
raising the cut-off limit for the money 
that banks have to keep as deposits with 
the Central Bank. Such a move is ex- 
pected to automatically cut down the 
flow of loans for investments. In fact, this 
observation stands vindicated by the 
plethora of restrictions that the govern- 
ment has recently imposed “to rein in the 
property bubble”. It raised the down pay- 
ment required for purchase of larger 
homes from the present 20 to 30%, put 
restrictions on lending to property devel- 
opers and imposed a transaction tax on 
homes resold within five years. All this 
encourages one to conclude that the cur- 
rent hike in interest rate too megre to 
deliver the desired results. 


The real culprit 
This brings us to the other side of the 


game: the exchange rate. There is a strong 
argument in Western markets that 
China is manipulating its exchange rate 
at a very low level vis-a-vis the US dollar. 
Of course, it is in last July that China did 
allow yuan to appreciate 2.1% against the 
dollar. But since then it has just allowed 
it to float by hardly 1% over it. The Ameri- 
can treasury department argues that 


China, by keeping the yuan weak against 
the dollar, is making its goods artificially 
inexpensive in the US and American 
goods artificially expensive in China and 
hence they insist that Beijing practice 
more flexibility in the exchange rate with 
the ultimate goal of free float. They also 
insist that to even out the global trade 
imbalances, China must encourage do- 
mestic consumption. Else, China, in their 
opinion, would continue to cater to the ex- 
ternal world, which means unabated in- 
flows of capital, making, whatever hike in 
interest rate that it has recently effected, 
redundant. 

Looking at China’s popularity with 
foreign investors and its swelling trade 
surplus, one is more tempted to believe 
that this phenomenon will indeed con- 
tinue. Incidentally, a study carried out by 
Geonan Ma and Robert N McCaulel, re- 
vealed that since 2003, “China’s rapid 
accumulation of foreign reserves is more 
out of non-FDI capital inflows than the 
surplus of the basic balance.” They have 
also observed that remittance inflows 
jumped by about 40% during both 2002 
and 2003, which suggests that capital in- 
flows through overseas relatives are 
mounting up under current account 
transactions. And no wonder some of 
these flows are quite in response to the 
relative yields and currency expecta- 
tions. An extension of this logic would 
only mean any consideration of possible 
currency revaluation gains on long yuan 
coupled with the interest rate incentives 
is all set to build up huge yuan deposits 
against dollar borrowings. 

What a paradox! Should that hap- 
pen, the gush of foreign capital would 
only create more pressure on the 
economy. To defuse this pressure, 
China’s Central Bank must purchase 
dollars and release yuan into the domes- 
tic market and that brings it back to 
square one. It’s a different matter that 
China has initiated steps to stimulate 
domestic consumption besides encour- 
aging imports by reducing tariffs. But, as 
long as its savings continue at the cur- 
rent level, no appreciable increase in con- 
sumption can be expected. One encourag- 
ing phenomenon that is surfacing in 
today’s China is that its leadership is 


Chinese Interest Rates 


willing to raise interest rates further, if 
needed, to cool the economy. 

Intriguingly, there is a section of 
economists in America—including Noble 
Laureates—led by Ronald McKinnon of 
Stanford University who argue that 
China should not revalue its currency for 
it “could send China into the kind of defla- 
tionary slump that hit Japan during the 
1999.” They predict that such a move 
would lead to economic slowdown in Asia, 
reduced foreign investment and increased 
unemployment in China. 


Great sense of timing 

Amidst these built-in controversies, 
China, though not surprisingly, allowed 
the yuan to briefly breakthrough the cur- 
rent barrier of yuan 8.0 to the dollar. The 
Central Bank, by allowing the psycho- 
logically important level of 8 yuan for 
dollar that was maintained for quite 
sometime, to breach and fetch less than 
8 yuan for dollar, sent a strong signal 
about its willingness to let yuan appreci- 
ate at a faster rate. Economists opine 
that this move might generate momen- 
tum across Asia for currencies’ apprecia- 
tion, which could help eliminate global 
economic imbalances. 

Whether or not major Asian curren- 
cies appreciate against the dollar, econo- 
mists are certain that China should allow 
yuan to appreciate in order to tackle its 
overheating economy and prevent a sud- 
den crash. Isn’t this what China is doing 
now? Ironically, even in a non-democratic 
setup, leadership cannot wish away po- 
litical compulsions for looking brave by 
not yielding to the pressures exerted by 
the American treasury to revalue their 
currency. But once the US treasury proved 
to be a “paper tiger” in its presentations 
to Senate committee, the Chinese leader- 
ship started attending to its domestic 
compulsion—the compulsion for allowing 
yuan to appreciate. And thus started the 
appreciation of yuan and it is believed it 
would continue at its own defined pace, 
just to cool off its overheated economy and 
sustain the growth rate with no hiccups. 

And, all for its own! «^ 


— GRK Murty 
Reference # 01M-2006-07-10-01 
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Indian Stock Market 


The Tightening Bear Grip 
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The Indian stock markets have continued their downward journey for 
sometime now, confirming the strengthening position of the bears. 


uoyant investors strongly be- 

lieved tnis year that the recent 

bull run was an unprecedented 
one and hence anticipated that it would 
be long-lasting. Investors always turn 
very optimistic during the bull run as- 
suming that current run is unlike the 
previous ones which ended up tragically 
in crashes. Nevertheless, these opti- 
mists were once again proven wrong. The 
stock markets seem to follow the prin- 
ciples of gravity: Everything that goes up 
must come down. Of late, the Indian 
stock markets have been experiencing 
some of the biggest crashes in a very 
short span of time. 

The Indian stock market barometer, 
Sensex, has shed off more than 2,100 
points in just eight trading sessions from 
May 11-22 while it took 10 months to gain 
5,000 points. From the record high of 
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12,651 on May 11, the sensex has steeply 
declined to 10,481 points by May 22. This 
implies it has lost around 17% of the 
value of sensex in a very short span. But 
the market carnage has not ended here, 
instead it has continued with its roller 
coaster ride, panicking even the bravest of 
the investors. On June 14, the sensex 
closed at 9,005 points which is lower than 
the six-month low figure (9,242). Though 
many analysts have expected a reason- 
able degree of correction in the bench- 
mark index, very few would have guessed 
this severe savage. 


Sensex: From dizzying heights 

to sinking lows 

The Indian stock market has witnessed 
the longest-ever bull run in the past 
three years, and has been positioned as 
one of the best performing stock markets 


among the emerging markets. The 
sensex took a long breather after the 
dotcom bust in 2000 and resumed its 
northward journey in May 2003 when 
the benchmark index resurged to the 
3000-mark. It crossed the 4,000-mark in 
August 2003, the 5000-mark in Novem- 
ber 2003 and the 6000-mark in January 
2004. However, after taking a long 
breather, it pierced the 7000-mark in 
June 2005. The rise of sensex from this 
point has been regarded as purely liquid- 
ity-driven with large inflows from FIIs. 
Mutual funds and other institutional in- 
vestors also got into stock markets. From 
then it took hardly a year for the sensex to 
breach the magical 12,000-mark. 

It crossed the 8000-mark in Septem- 
ber 2005, the 9000-mark in November 
2005 and the 10,000-mark by early Feb- 
ruary 2006. Further, in just two subse- 
quent months it crossed the 11,000- 
mark and the 12000-mark. On May 11, 
it reached an all-time high of 12,651. 
Though market buoyancy was partly at- 
tributed to Indian growth story with 
strengthening economic fundamentals 
and corporate performances, many ana- 
lysts felt that it was the liquidity factor 
which held the key. Pitabas Mohanty, 
Professor of Finance, XLRI, opines: “Li- 
quidity is the only factor responsible for 
the recent performance of sensex. If you 
look at the movement of sensex in the 
last two years, you will find that it has 
been increasing almost everyday. Yes, 
the Indian economy is doing well. But in 
an efficient market, the market dis- 
counts the good performance of the 
economy in a very short time period. 
Prices do not keep rising everyday in such 
a market as a reaction to the good perfor- 
mance of the economy.” In this backdrop, 
overstretching valuations have always 
remained a cause of concern. However, 
investors overlooked the concerns as 
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Financial Markets 


they couldn’t resist participating in the 
spectacular rally of the sensex. They 
dumped their hard-earned money into 
the markets either directly or through 
mutual funds route to ride the stock mar- 
kets. Amidst the chaos, the sensex 
touched the all-time high of 12,671 points 
on May 11, 2006. Nonetheless, the bench- 
mark index could not sustain at these lev- 
eis any longer and started sliding down 
violently as the bears retaliated. 


The pulling forces 

The Indian stock market has been the 
hardest hit among all the emerging mar- 
kets. It has been traced as the second 
biggest loser of FII money in Asia, ac- 
counting for 22% of FII sales. There are a 
host of global and domestic factors which 
have led to the mayhem. Concerns like 
increase in the US Fed interest rates, 
metal meltdown, increase in oil prices 
and CBDT circular and margin pres- 
sures might have triggered the crisis. 

In fear of looming inflation, the US 
Federal Reserve has raised interest rates 
to 5% on May 10. This is the 16^ straight 
hike in a row over a period of two years. 
This might have triggered FIIs to rethink 
their decision, as the interest rates in the 
US started locking attractive. On May 
15, metal meltdown at the London 
Metal Exchange resulted in Black Mon- 
day in the Indian stock markets as the 
sensex lost 462 points and closed at 
11,822 signaling the impending crash. 
The BSE metals index slumped down by 
10.6896 on the same day, taking cues 
from the global markets. 

On May 18, the sensex plummeted 
like never before by shedding off 825 
points and closed at 11,391. While, when 
the Asian markets started melting 
down, CBDT put up a draft circular for 
publie comments which tried to distin- 
guish between share traders and inves- 
tors. Most of the FIIs have been regis- 
tered in Mauritius with whom India has 
entered into a Double Tax Avoidance 
Agreement (DTAA) long ago to enhance 
Indo-Mauritian trade and investment. 
Also, Mauritius doesn't charge any capi- 
tal gains tax. As per the terms of the 
agreement, a residential certificate from 
Mauritius authorities is enough to claim 
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for tax exemptions in India. So FIIs have 
been taking advantage of this treaty to 
avoid taxes in both the countries by 
claiming themselves as traders. Traders 
in India just have to pay 10% on short- 
term capital gains whereas investors are 
liable to pay 4196 for the same amount of 
gains. The CBDT circular was viewed by 
the FIIs as a move to impose four times 
more taxes on them by bringing them 
into the tax net. This triggered the exit of 
FIIs which resulted in capital flight. 

On May 22, Indian stock markets 
suffered the highest-ever intra-day fall of 
1,111 points in its history and closed at 
10,481.77. This drastic fall of more than 
10% in a single day led to the halt of trad- 
ing for an hour which happened for the 
second time in the history of the sensex. 
Margin pressures, a consequence of de- 
clining sensex, led to this great havoc. 
Usually, over-leveraged investors re- 
ceive margin calls from their brokers 
when the value of the securities bought 
by the borrowed money falls below a cer- 
tain level. Investors have to either de- 
posit the required funds or sell their se- 
curities to meet the shortfall. In the cur- 
rent scenario, investors who were short of 
funds started selling their securities as 
they were left with no other option. Some 
FIIs identified a risk-free opportunity of 
earning money by initially buying in the 
cash markets and selling in the over- 
priced futures markets. After some time, 
they just reversed the trade and made 
risk-free profits by buying in the futures 
markets and selling in the cash markets. 
With all these pressures and bearish 
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When the US interest 
rates increase (or 

expect to increase), the 
Fils invest more in the 
fixed income securities 
over there, which 
reduces the portfolio 
weights of the emerging 
market stocks. m 


outlook of global markets, the sensex 
started plummeting like never before. 


Bumpy road ahead 
P Chidambaram, Indian Finance Minis- 
ter, has endeavored to bolster investors 
confidence by citing the May 15 fall as a 
technical correction, the May 18 fall as 
an engineered crisis caused due to misin- 
formed media reporting and the May 22 
fall as margin pressure crisis. He has, 
indeed, advised retail investors to "stay 
invested" citing that even mutual funds 
and other institutional investors are per- 
ceiving this as a right time for buying. 
However, the rampage has continued to 
wipe off millions of wealth from the 
Indian stock markets. This has depleted 
FII net investments to $2.4 bn by the end 
of May 2006 from the total of $4.1 bn 
that was invested from January to April 
2006. This implies that FIIs, in just one 
month, have turned to net sellers worth 
$1.7 bn. Ifthe crisis is just the outcome of 
domestic concerns, it would have 
bounced back soon. The fact that this did 
not happen indicates that the Indian 
stock markets took a tailspin by and 
large with the apprehensions about glo- 
bal issues. Global market integration 
plays a great role in sharp rise as well as 
much steeper fall of the Indian markets. 
Therefore, investors should keep an eye 
on other swaying factors which could af- 
fect stock markets in the near future. 
Ample liquidity is the key driver of 
Indian stock markets and the senti- 
ments would be further dampened in 
near future as the central banks across 
the world are tightening their money 
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supply which is leading to an increase in 
interest rates. Prof. Pitabas Mohanty 
says, “When the interest rates increase 
(or expected to increase), the FIIs are go- 
ing to invest more in the fixed income se- 
curities in the US and that is going to re- 
duce the portfolio weights for the emerg- 
ing market stocks. This means less in- 
vestment in India, and since most of the 
growth in stock prices was liquidity- 
driven, prices would fall.” He further adds 
that liquidity (provided largely by the 
FIIs) is the only factor responsible for this 
unbelievable increase in stock prices. 
Once the FIIs start withdrawing, the 
prices will fall, unless the domestic finan- 


cial institutions provide the required li- 
quidity. The market will definitely fall to 
a more reasonable figure of 6,000+ once 
liquidity starts falling. It is likely that the 
US Federal Reserve may increase the in- 
terest rates again in its next meeting on 
June 29 to curb inflation. However, global 
investors are more worried about eco- 
nomic recession rather than inflation. 
Stocks are stumbling in global markets 
reflecting the pertinent nervousness. 
Many of the foreign funds are cur- 
rently not very optimistic about Indian 
stock markets in the near future and 
are willing to re-enter Indian markets 
only when valuations are in place. 
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- 1,000, July 25, 1990: On that day the sensex touched the magical four-digit figure forthe firsttime 
d . nd closed at 1,001 in the wake of a good monsoon and excellent corporate results. 

P > 2,000, January 15, 1992: On that day the sensex crossed the 2,000-mark and closed at 2,020 
; . followed by the liberal economic policy initiatives undertaken by the then finance minister and 





. Current Prime Minister Manmohan Singh. 


| , 3,000, February 29, 1992: On that day the sensex surged past the 3,000-mark in the wake of the 
:  market-friendly budget announced by the then finance minister, Manmohan Singh. 


> am March 30, 1992: On that day the sensex crossed the 4,000-mark and closed at 4,091 on 





s of a liberal export-import policy. It was during this time that the Harshad Mehta 
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i > 5,000, October 8, 1999: On October 8, 1999, the sensex crossed the 5,000-mark as the BJP-ed 
-coalition won the majority in the 13" Lok Sabha election. - 


A >» 6,000, February 11, 2000: On that day the Infotech boom helped the sense to cross the 6,000 





nd hit an all-time high of 6,006. 


2 » To oe 2005: On that day the news of the settlement between the Ambani brothers 
boosted investor sen timents and the scrips of RIL, Reliance Energy, Reliance Capital and IPCL made 
.— huge gains. This helped the sensex cross 7,000 points for the first ime. 

+ ; 800, September 8, 2005: On that day the Bombay Stock Exchange's benchmark 30-share 
) _ iex ihe sensex—crossed the 8,000 level folowing brisk buying by foreign and domestic funds 











y trading. 


5 9,000, November 28, 2005: The sensex on November 28, 2005, crossed the magical figure of 
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9,000.32 points during mid-session at the BSE on the back of frantic buying spree 


- by Fils and well-supported by local operators as well as retail investors. 
, 10,000, February 6, 2006: The sensex on February 6, 2006, touched 10,003 points during mid- 
. Session. The sensex finally closed above the 10,000-mark on February 7, 2006. 
o 11,000, March 21, 2006: The sensex on March 21, 2006, crossed the magical figure of 11,000 
- 200 UC a Kaimo poak of 11,001 points during mid-session at the BSE for the first time. 
However, it was on March 27, 2006, that the sensex first closed at over 11,000 points. 
| , . 12,000, April 20, 2006: On that day the sensex crossed the magical figure of 12,000 and touched 
* a lifetime peak of 12,004 points during mid-session at the BSE for the first time. Later, on May 22, 
2006, the sensex swung a wild 1,100 points during intra-day, leading to suspension of trading for 
the first time since May 17, 2004. It soon recovered enough and closed 400 points down at the 
10,400 levels. This is the largest ever intra-day crash in the history of the sensex. 
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Indian Stock Market 
Tightening Global Liquidity 

Money Supply 10-year Govt. 

Growth Bond Yield 

Dec'05 Apr'06 18/1/06 17/5/06 

US 7.8 49 43 9.2 
EuroArea* 7.6 32 40 
Japan 2.0 1.7 14 19 

MAMANS Pase vember 


While DSP Merrill Lynch expects the 
sensex level to be 9,000 or below, the 
UK-based Rathbones investment man- 
agement firm expects the sensex to 
hover around 7,700 to 9,000 points in 
the near-term. However, Nomura Inter- 
national, one of the world’s largest secu- 
rities firms, pegs the fair value of the 
sensex at 7,000. Indeed many analysts 
opine that as India has attracted large 
inflow of FII money, it is quite reason- 
able for it to experience more battering 
than other emerging market economies 
during adverse situations. 

Many of the domestic fund houses 
and also institutional investors are us- 
ing "sell on every rally" strategy which 
is further dragging down the sensex. It 
appears like the era of making easy 
money has come to an end. As has been 
indicated in several past studies, equi- 
ties fare well in the long-term among 
other asset classes; investors will be 
well-off if they follow a disciplined, 
long-term investment strategy. Sys- 
temic Investment Planning (SIP), ei- 
ther directly or through mutual fund 
route, will offer better returns in vola- 
tile markets by giving the benefit of 
averaging-out the cost. 

Analysts feel that though markets 
may take time to bounce back, they may 
gain momentum in medium- to long- 
term perspective. As India's growth 
story is still intact, there is no doubt that 
it can outperform other emerging mar- 
kets in the long run. However, the govern- 
ment has to take necessary measures to 
strengthen FII regulations to avoid simi- 


lar mishaps in the future. «) 
D Satish 
and Y Bala Bharati 
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Biotechnology in India 





Opportunities Galore 
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Biotechnology is the next big economic opportunity for Brand India. Today 
biotechnology is playing an increasingly important role in addressing the 
previously unmet medical needs, augmenting food and agriculture and 
addressing environmental sustainability. 


— Kiran Majumdar Shaw 


Chairperson and Managing Director, Biocon India. 


The driving factors 
Information, innovation and imagina- 
tion are the key drivers of today's knowl- 
edge-led business era and India is lever- 
aging these attributes to build a strong 
global brand. Information Technology 
has provided India with a powerful 
branding platform which has raised na- 
tional pride to an all-time high. 
Research and Development (R&D) is 
the pivotal force of this emerging domain. 
India stands an advantage on the global 
scenario through its large reservoir of sci- 
entific talent, its engineering prowess in 
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process development and manufacturing, 
and through its rapidly developing clinical 
research capabilities. Biotechnology as a 
business segment for India has the poten- 
tial of generating revenues to the tune of 
$5 bn and creating a million skilled jobs 
over the next five years through various 
products and services. This can propel In- 
dia into a significant position in the arena 
of global biotechnology. 


The business models 
Emulating the IT services model 
Custom Research is a services model 


that most Indian biotech companies 
have opted for at the start up stage in 
order to earn early revenues so as to 
fund infrastructure and scientist sala- 
ries. These companies envisage to move 
on to a product development phase once 
they attain profit levels to sustain origi- 
nal R&D. Additionally, there also exist 
opportunities to move up the value 
chain through discovery-led research 
programs on shared IPR and milestone 
payments. This segment is expected to 
reach revenue levels crossing $1 bn by 
the year 2010. 

Emulating the pharma model 
Biogenerics is another low-risk ap- 
proach that is being pursued by Indian 
biotech companies as a business oppor- 
tunity. Regulatory hurdles in this area 
are lower than those imposed in the US 
and Europe and offer immediate mar- 
ket opportunities. 

What is important to highlight about 
India's Biogenerics business is the fact 
that India will gain an early mover ad- 
vantage in terms of recombinant protein 
production technologies based on expres- 
sion vectors at a commercial scale which 
are not yet commercialized in the US and 
Europe, since they are supported by a 
regulatory regime that will generate sig- 
nificant clinical data on a statistically rel- 
evant population base. As of January 
2006, there are six indigenously devel- 
oped Biogeneric drugs in the Indian mar- 
ket: Recombinant Hepatitis B Vaccine, 
Human Insulin, Interferon Alpha 2b, 
Erythropoetin, Streptokinase and GCSF. 

Monoclonal antibody technology is 
also being developed indigenously, and 
that is expected to provide the Indian 
biotech sector with a manufacturing ad- 
vantage and more importantly, high 
value intellectual property. Towards the 
end of 2006, Biocon is all set to launch its 
anti-EGFR monoclonal antibody (jointly 
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developed with Cuban Institute 
CIMAB) for the treatment of head and 
neck cancers. 
Funding options 
The Indian biotech sector is burdened 
with enormous economic expectations. 
Although the nation strives to gain glo- 
bal recognition for its biotech capabili- 
ties, government policies do not reflect 
its global aspirations. Investment is in- 
adequate, funding is scarce, infrastruc- 
ture is expensive, regulatory regimes are 
deficient and yet in this difficult environ- 
ment, entrepreneurs are bravely setting 
up new ventures in the country. What 
this reflects is an intrinsic belief in 
biotech being the business of the future. 


The lucrative segments 

Agri-biotech 

The regulatory approval of Bt Cotton in 
2002 has provided a fillip to the future of 
genetically modified crops. Antagonistic 
reservations being expressed by Europe 
and other countries with respect to 
GMOs augment the Indian potential of 
being a strong global player in agri- 
biotech. Added to this is the discovery 
opportunity in the realm of phyto-phar- 
maceuticals. This sector alone is ex- 
pected to contribute in excess of $1 bn 
over the next five years. 


Bioinformatics 
India’s globally recognized software 
skills provide a natural advantage in the 
area of bioinformatics. The opportuni- 
ties are diverse and stretch across the 
value chain from clinical data manage- 
ment services and instrumentation soft- 
were development to mining of genomic 
and proteomic data in a discovery mode. 
Several international companies have 
also established informatics divisions in 
India to take advantage of cost competi- 
tive skills in data management, struc- 
ture analysis and data mining. 
Bioinformatics is a segment that per- 
haps offers the most attractive innova- 
tion and discovery opportunities for 
Indian biotech companies in designing 
new drug molecules, mining novel bio- 
markers, generating new pharmacoge- 
nomic data and creating high-value medi- 
cal wisdom based on phenotypic and ge- 
notypic data. It is envisaged that the 
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years ahead are going to see a number of 
collaborative initiatives among software, 
biotech and pharma companies. 

Clinical 

India’s vast and diverse diseased and 
patient population provide an enormous 
clinical research opportunity. The cost of 
drug development is largely attributed 
to the cost of conducting clinical trials. 
Indian CROs (Clinical Research Organi- 
zations) have an opportunity to access 
the $10 bn global market for clinical tri- 
als. The presence of a large talent pool of 
medical and para-medical professionals 
is conducive to build a strong clinical de- 
velopment infrastructure. This sector 
will certainly play a major role in India’s 
biotech future. International CROs have 
already recognized this opportunity and 
have set up operations to eonduct clinical 
trials in India on equivalent lines of 
those conducted elsewhere in the world. 

Apart from Phase 1-4 clinical trials, 
Indian companies have a large commer- 
cial opportunity in pre-clinical and “proof 
of concept" studies. 

Therefore, there exists an exciting op- 
portunity for biotech companies in the US 
and Europe to forward-integrate their 
drug development programs at lower cost 
and shorter timelines in India which 
would provide them with a low-cost vali- 
dation option if these trials were required 
to be repeated in the more expensive re- 
search environs ofthe west. Alternatively, 
the monetary risk could be shared with an 
Indian partner who is keenly seeking to 
backward-integrate into research and 
discovery. Such bio-partnering opportuni- 
ties need to be encouraged strongly by the 
VC (Venture Capitalist) community as a 
de-risking strategy. 


Product commercialization — 
Situation in India 

The Indian biotech sector is in its early 
phase of development and perhaps at a 
low level on the value chain. There are ap- 
proximately 300 biotech companies in the 
country with combined revenues of $1.5 bn 
employing 30,000 scientists in their R&D 
programs. There are 40 National Re- 
search Laboratories employing 25,000 sci- 
entists; there are more than 300 college- 
level educational and training institutes 


across the country offering degrees and di- 
plomas in biotechnology, bioinformatics 
and biological sciences producing nearly 
500,000 students annually. There are 
over 100 medical colleges qualifying 
20,000 medical practitioners every year. 
Given this skilled resource, India is in a 
good position to create a sustainable 
biotech business. The sector is gradually 
building critical mass both in terms of in- 
frastructure as well as markets. The suc- 
cess of building a global business will de- 
pend on the ability of Indian biotech sec- 
tor to apply its people resources in a 
knowledge-intensive manner to create 
unique niches in phyto-pharmaceuticals, 
clinical research and drug development. 


The 
Although India is a signatory to WTO 
and TRIPS, there remains a cautious 
skepticism about the protection of Intel- 
lectual Property(IP). Today, several 
biotech companies have managed to 
cross these IP hurdles and are now suc- 
cessfully working with international 
partners, even sharing potential IP that 
is likely to emanate from such partner- 
ships. Although biotech companies have 
clearly demonstrated their support for a 
strong patent regime that ensures pro- 
tection of IP, pharmaceutical companies 
have a more difficult task in demon- 
strating their support for an internation- 
ally compliant patent regime. It is im- 
perative therefore that our national 
policy signals an environment that pro- 
vides for protection of IP and data exclu- 
sivity. A strong patenting regime, and 
regulatory reforms that permit Phase I 
clinical trials and pragmatic fiscal sup- 
port to R&D will enable India to realize 
its global aspirations for biotech. 
Success for Indian biotech will 
largely depend on our ability to demon- 
strate high-value innovation with lower 
cost base as a value arbitrage. It is im- 
perative therefore to evolve suitable fis- 
cal and regulatory policies that alleviate 
capital-intensive research and manufac- 
turing, long gestation facilitates in prod- 
uct commercialization and investments 
in patenting and technology licensing. «^ 
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Biotechnology in India 


iotechnology in India has evolved 

from contract manufacturing 

and R&D activities to front end 
technologies. The industry just crossed a 
major milestone last year by touching the 
$1 bn mark. The biotech industry in India 
is spread across biopharma, bioservices, 
agri-biotech, industrial biotech and 
bioinformatics. Though agri-biotech is the 
fastest-growing segment, the industry is 
dominated by the biopharma segment, 
which accounts for a lion’s share in the 
industry's revenue. The industry holds 
great promise in terms of both revenue and 
employment generation. The biotech 
parks spread across the country and the 
diverse ecosystem that is agriculturally 
and economically favorable for conducting 
trials and research, have been paving the 
way for India to become the preferred des- 
tination of global investments. 

Indian companies have been of late, 
recognizing the importance of product 
patent and commercialization aspect of 
their products. For example, GangaGen 
and ReGenisis have patented their new 
drug for bacteriophase-based products 
and a novel diagnostic test to detect ge- 
netic defects. In the biopharma segment, 
active research is going on in the 
areas of genomics, proteomics, 
pharmacogenomics, stem cell biology, 
nanobiotechnology and other frontier ar- 
eas. The product development focus is on 
new generation vaccines, diagnostic kits 
and therapeutics. 

India is becoming the destination for 
clinical trials, contract research and con- 
tract manufacturing. The global players 
are scaling up their clinical data man- 
agement centers in India. Apart from 
launching new vaccines in India, GSK 
Biologicals has been shifting its divi- 
sions of clinical research and develop- 
ment of vaccines so as to make India a 
global hub for clinical trials. Biocon's 
subsidiary, Syngene International, has 


entered into a contract research agree- 
ment with the R&D arm of Novartis to 
conduct research to support new drug 
discovery and development. 

However, though India is emerging as 
the biotech destination, it is still not 
viewed favorably by Venture Capitalists 
(VCs). The business models followed by 
Indian companies are different from those 


The biotech industry has been facing 
several hurdles to establish itself as a 
key player in the global market. On the 
one hand, people still have fears about 
biotech products and on the other hand, 
the industry is facing several challenges 
and hurdles, such as IP protection, fund- 
ing biotech startups, and inadequate 
human capital. However, if the policy 





ofthe American and European companies, 
where the biotech startups are purely de- 
pendent on venture capital investments. 
Although India is receiving funds in the life 
sciences sector, it is still low in the biotech 
startups, specifically in the modern 
biotech. Some of the discouraging factors 
for the VCs are lack of proper infrastruc- 
ture for biological R&D, lack of seed capi- 
tal, long gestation period and failure rates 
of product commercialization. 


and infrastructure issues are ad- 
dressed with a coordinated effort by the 
industry and the government, the 
biotech industry would become the next 
engine for the country's economic 
growth. The Analyst with a desire to 
take stock of current status, invited 
eminent personalities to offer their 
views, and the same follows: 





— N Janardhan Rao 
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Industry's potential 

Brian E Shmaefsky: Biotechnology is 
one of the fastest-growing global com- 
mercial sectors. Though India's contri- 
bution still represents a small share of 
the global biotechnology, which will 
have over $60 bn in returns, there has 
been a steady increase in the industry's 
income each year from 2002 to 2006. 
Income in 2002 was slightly less than 
$23 br. By the end of 2006, a revenue of 
$1.5 bn is estimated to be generated. 
This will be a 37% inerease over last 
year. At this rate, it is possible for In- 
dia to reach the $10 bn mark, assum- 
ing new strategies are adopted to cap- 
ture the ever-growing biotech markets. 
The American and European markets 
are currently the strongest players and 
have the greatest potential for invest- 
ing in the growth of biotech. In spite of 
holding a small part of the growth, 
Asia is a formidable competitor be- 
cause of its rapid increase in revenues. 
Australia is currently the strongest 
participant in the Asian market. India 
is the third largest biotech player in 
Asia and can feasibly surpass China’s 
second place. 

KV Subramanium: It is a challenge, 
considering the current estimates that 
peg the industry turnover at around 
US$1.1 bn. Such a target can only be 
achieved by a single-minded dedication to 
build on our inherent strengths in gener- 
ating cost-effective solutions. If the indus- 
try produces a blockbuster drug or 
therapy in the meanwhile, it could be 
closer to the target sooner. Indian biotech 
companies will have to develop novel cost- 
effective processes or new products with 
their own IPR. Yet. another model could 
involve inorganic growth. 

Vishal Gandhi: The Indian biotech in- 
dustry has been deing fairly well in the 
past 2-3 years and has passed the $1 
bn revenue last year and it is expected 
to reach up to $5 bn by 2010. The 
biopharma segment will continue to 
contribute the largest share as far as 
revenue is concerned. The industry is 
yet to see many big players entering 
into the risk venture, whereas small- 
scale companies are many in number 
and there is also a support from the 
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government in the form of SBIRI, TDB 
and Life Sciences Specific Venture 
Capital Funds such as ICICI Venture, 
APTDC, etc. 

Ajit Dangi: The National Biotechnology 
Development Strategy published by the 
Department of Biotechnology states 
that the industry has a potential to 
achieve sales of the US$5 bn and create 
one million jobs by 2010. To realize this 
goal, the biotech business should focus 
on R&D to launch innovative products 
which will provide unique solutions for 
different diseases. It is good to see 
biotech parks coming up in the states of 
Maharashtra, Andhra Pradesh, 
Karnataka, Punjab, etc. These parks 


will reduce operational costs and im- 
prove productivity, as supporting ser- 
vices and utilities can be shared to en- 
courage interface between industry and 
academia. 

Industrial biotech is a rising star 

and will provide alternatives to the 
fuel-starved world in the form of 
biofuels like ethanol, manufactured 
from agricultural waste at an afford- 
able price. Enzyme-led processes are 
producing a range of biodegradable 
plastics, less energy-intensive chemi- 
cal processes, clearing oil spills with 
the added advantage of being environ- 
ment-friendly. India will gain tremen- 
dously from the advances made by 
biotech industry. 
Rajesh Jain: In the year 2004-05, the 
total revenue of Indian biotech industry 
has surpassed US $1.1 bn, which is 
around 296 of the global biotech rev- 
enues. The biotech market in India is 
growing at an annual growth rate of 
about 36.5%. If the same rate of growth 
is maintained, the Indian biotech indus- 
try is likely to grow up to about US $5 bn 
by 2010. It would require successful 
marketing of 2-3 blockbuster products in 
India in a regulated market in addition 
to availability of opportunities to make 
and market patent products, to enhance 
annual growth. This in turn is likely to 
lead to Indian biotech industry's revenue 
reaching US $10 bn by 2010 or so. 


Appropriate business models to 
realize the true potential 

Brian R Shmaefsky: The American, 
Australian, and European biotech com- 
panies have the R&D capability to focus 
on high-cost viable niches in 
bioinformatics, contract research, phar- 
maceuticals, vaccine production, and 
stem cell derivative technologies. The 
bioprocessing and manufacturing sec- 
tors in these regions are stable. How- 
ever, they are not growing as fast as the 
other biotech industry components. In- 
dia would be in a better position by not 
applying all of its resources into com- 
peting with the American, Australian, 
and European interests. However, In- 
dia should continue its cooperation with 
international corporations to ensure its 
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share in the growth. There is also good 
rationale for taking advantage of the 
outsourcing opportunities’ in 
bioprocessing and pharmaceutical 
manufacturing. India’s true potential 
lies in forming niche markets in its cur- 
rent competent areas of agricultural 
biotechnology, large-scale cell culture, 
downstream bioprocessing, large-scale 
GMO and natural products extraction 
and purification, and sustainable 
biofuel production. 

KV Subramanium: The business model 
has to be strongly focused on developing 
cost-effective products and services that 
are not only competitive in the Indian con- 
text, but also enable the opportunity to 
participate in overseas markets. 

Vishal Gandhi: I would suggest if In- 
dia has to become the global leader in 
the biotech industry the investment in 
R&D should continue to increase ex- 
plicitly. The other aspect is how well 
the companies will manage their IP 
portfolio, i.e., creating and managing 
intellectual properties. 

Aït Dangi: With increase in the cost of 
discovering and launching newer drugs 
and profits being ploughed back in R&D 
activities, alliances and Mergers and 
Acquisitions (M&As) have become the 
norm for biotech industry. Globally, 
most small- and medium-size biotech 
enterprises are acquired by MNCs as 
the quickest route into the market and 
India is no exception to this trend. In- 
licensing of innovative products is also 
becoming a preferred route. 

To accelerate this process, incen- 
tives are important, particularly in 
terms of regulatory reforms, tax incen- 
tives for R&D, the development of 
biotech parks and special economic 
zones, etc. Industry-academia partner- 
ships and cluster models like the ones 
in the US are worth emulating. For 
biotech companies, partnership is an 
important means of mitigating risk as 
well as being a strategic response to 
business challenges. 

Rajesh Jain: It is difficult to indicate 
one single business model to realize the 
potentia! of biotech sector in the country. 
Several biobusiness models have been 
successfully employed. The field of 
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biogenerics is attractive. India has been 
in the biogeneric products market with 
its 300 big and medium-sized pharma- 
ceuticals/biotech industry along with 
thousands of small scale industries. 
Many mid-level companies and start-up 
companies are also venturing into manu- 
facturing of products for multinational 
companies since outside the US, India 
has the largest number of USFDA ap- 
proved/compliant cGMP manufacturing 
facilities. The market of such drugs thus 
has global acceptance. However, it is also 
a fact that value-added products are 
more efficacious, reduce the adverse re- 
actions and/or reduce the number of 
doses. Clinical development service as a 
part of bioservice activities is another 
biobusiness model. It appears to have 


great potential. Many CROs have been 
coordinating/managing small to large 
scale clinical trials, managing trial sites 
and managing data so generated, as per 
the requirements of the regulatory bod- 
ies of the developed countries. 

Many forward looking biotech com- 
panies/industries have realized that 
in order to be the leading player in 
biotech sector, generation of innova- 
tive products as a result of in-house 
R&D activities is essential. Many 
biotech companies are investing quite 
substantially in R&D. Most of the 
R&D efforts are related to generation 
of new molecules, new drug delivery 
systems, vaccines and monoclonal an- 
tibodies. Some companies do license 
in technologies from academia and in- 
ternational agencies so as to move on 
to the path of product development 
quickly. It is the combination of above 
mentioned biobusiness models that 
would augment the potentials to har- 
ness the biotech opportunities. 


Funding challenges 

Brian R Shmaefsky: India is still inex- 
perienced on focusing its R&D and tech- 
nology transfer capabilities into niche 
markets worthy of exploitation. Gradu- 
ates in biotech and related fields must 
be given more incentives to seek careers 
in India rather than pursuing jobs in 
America, Australia, and Europe. VCs 
wishing to operate within India are in- 
hibited by an insufficient infrastructure 
to protect intellectual property and pat- 
ents. There is still much “bad press” 
about patent infringements in India. 
Another deterrent to investing in In- 
dian biotech is the minimum support 
for technology transfer initiatives 
within India and between India and de- 
veloping nations who are wishing to 
form biotech partnerships. Biotech 
think tanks also need to be promoted 
and established in India as an entice- 
ment for venture capital growth. Some 
of these strategies are being used in 
Mexico as evident in the BioMonterrey 
2006 conference that intends to pro- 
mote biotech growth in Latin America. 
Funding for biotech ventures needs to 
be driven by governmental protection of 





biotechnology developments. Plus, 
there need to be greater financial incen- 
tives for private industries and univer- 
sities wishing to establish biotech ven- 
tures that may not have immediate 
payoffs. 

KV Subramanium: We must recognize 
that the biotech industry has a long ges- 
tation period and is very much capital- 
intensive. Moreover, to discover the de- 
velopment value chain, a diverse set of 
competencies have to be brought to play. 
Venture capitalists are typically in a 
transactional mode, while the industry 
needs investors with a developmental 
mindset. Early stages of the research 
work need to be supported by angel in- 
vestors and public grants. 

Vishal Gandhi: It is not only in India 
but also globally the biotech industry is 
considered a risky venture because of the 
long gestation period, as prior to their 
launch in the market the biotech prod- 
ucts have to go through rigorous preclini- 
cal and clinical trials to assess their bio- 
safety in humans. Although with the ad- 
vent of genomics and proteomics drug ef- 
ficacy can be predicted much faster, for 
now, the statistics say “1 out of 1000” 
molecules which get into the clinical tri- 
als make to the market and that this 
trend will continue. SIDBI, TDB, 
NMITLI, SBIRI are the various options 
that can be availed by startup biotech 
companies. 

Ajit Dangi: The high risk factor has de- 
terred the active flow of venture capital 
into this sector. I feel that “venture” 
capital has to assume the role of “ad- 
venture” capital. Venture capitalists 
should have a bolder outlook rather 
than having the mindset of conven- 
tional bankers. There exists a critical 
funding gap between “concept” to 
“proof-of-concept” after which Venture 
Capitalists can takeover. The BT sec- 
tor in the US has been built on a strong 
platform of academic innovation where 
the government has availed grants to 
academic researchers and small entre- 
preneurs to develop concept-based in- 
novation and to license their products. 
Such grants have been instituted un- 
der a program called SBIR (Small 
Business Innovation Research). The 


UK has also adopted this program un- 
der the government’s SBRI (Small 
Business Research Initiatives) pro- 
gram. Singapore has a series of grant- 
in-aid schemes namely RISC (Re- 
search Incentive Scheme for Compa- 
nies), IDS (Innovation Development 
Scheme) and BMS POC (Biomedical 
Sciences Proof of Concept). It is well- 
acknowledged that such models have 
catalyzed the growth of the biotech sec- 
tor in the US, the UK and Europe and 
Singapore, and hence it would be pru- 
dent for India to adopt such initiatives 
to fuel this emerging sector. 

An interesting development is the 
formation of India’s first integrated 
drug development company “Perlecan 
Pharma Pvt. Ltd.” by Dr. Reddy’s 
Laboratories. Perlecan has an equity 
capital commitment of the US$45 mn 
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that the entrepreneurs 
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Biotechnology in India 


from India’s major venture capital pro- 
viders, viz., Citigroup Venture and 
ICICI Venture. 

Perlecan Pharma provides Dr. 
Reddy’s a platform to speed up their 
clinical development and seek out li- 
censing co-development or joint com- 
mercialization opportunities. Similar 
funding mechanisms can be adopted 
by Indian biotech companies too. 
Rajesh Jain: Venture capital is mostly 
available to the companies whose prod- 
ucts and markets are clearly identified 
and research leads are available for 
commercialization. The venture capi- 
talists are still skeptical about the 
start-up biotech industry and are hesi- 
tant to invest in programs that are at 
pre-proof levels. The start-up compa- 
nies can consider setting up their unit in 
the biotech parks that are located in al- 
most all states of the country. Substan- 
tial financial support is available 
through the programs under Technology 
Development Board/CSIR/DBT. These 
grants/soft loans are available as alter- 
native finances for start-up biotech 
companies. 


Potential segments 
Brian R Shmaefsky: India is best 
poised for competing with China and 
other countries for the contract re- 
search market share. The growing need 
for clinical trial facilities is leading to a 
burgeoning outsourcing market. 
India’s university infrastructure and 
large population can support the rapid 
and sustainable growth in this sector. 
This is a low-investment venture re- 
quiring little capital outlay. Other ar- 
eas that India can exploit with little 
economic input are specialty areas of 
bioinformatics, pharmacogenetics, 
proteomics, and vaccine and pharma- 
ceuticals production for diseases com- 
mon in Africa, Asia, and tropical re- 
gions not currently served by the 
American and European players. Aus- 
tralia is also preparing for these mar- 
kets and can be a strong competitor for 
India. 

Agricultural biotech in India is best 
focused on niche markets that are not 
served by the American, Australian, 
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and European corporations. India 
needs to encourage university technol- 
ogy transfer initiatives for producing 
superior GMO native crops for the 
Asian and Indian populations living lo- 
cally and abroad. Herbal nutriceuticals 
and pharmaceuticals are a high-growth 
consumer market. Many of the plants 
used in these products grow well in In- 
dia and can be produced inexpensively 
in cell culture bioprocessing facilities. 
Plant oils used as biofuels, coatings, 
food and drug additives, lubricants, and 
pigments are a potentially profitable 
venture. The developing and large-scale 
rearing of bioengineered agricultural 
animals for the production of pharma- 
ceuticals, transgenic proteins, and 
transplant organs is a potential market 
for India. It is unlikely that American 
and European players will aggressively 
seek these market shares. Also, India is 
in a better position to understand and 
meet the agricultural needs of develop- 
ing nations. 

KV Subramanium: India has a good 
potential in medical biotech because of 
our large and genetically diverse human 
population and the wide spectrum of dis- 
ease profiles and patient loads. Products 
developed and tested under Indian con- 
ditions will easily find global acceptabil- 
ity as long as laboratory research and 
clinical research are carried as per GLP 
and GCP guidelines and manufacture 
done in facilities compliant with the US 
FDA/EMEA Standards. 

Clinical research, manufacturing, 
and plant biotechnology can be good rev- 
enue earners in the short to medium- 
term scenario, while research-driven ini- 
tiatives for discovery of new molecules 
can be beneficial in the long-term. In the 
agricultural area, plant tissue culture 
and plant transformation are two poten- 
tial areas. 

Vishal Gandhi: Biotechnology is a re- 
search-led field; so, one can’t say par- 
ticularly which product at which stage 
of its development can find its applica- 
tion in the welfare of mankind. So, the 
Indian biotech industry should indulge 
more in research activities so as to 
innovatively invent biotechnological 
entities. As far as the already existing 
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— Ajit Dangi 
Director General, OPPI 


product range is concerned, vaccines, 
biotechnological drugs and antibiotics, 
r-DNA products, biomolecules and 
agri-biotech products yield good oppor- 
tunities for the industries. 

The agri-biotech sector is in its early 
stages and would definitely bring 
brighter prospects to the growth of 
Indian biotech industry. After the first 
Bt crop, the first Bt food is in the pipeline 
to be launched in India. Further, re- 
search is being conducted on other Bt 
food products, which will soon follow the 
trend. Biodiversity is the key factor con- 
tributing to the growth of this particular 
sector. 


Ajit Dangi: The future belongs to 
biopharmaceuticals. On the regulatory 
front, Dr. Mashelkar Committee (2005) 
has drawn up a new procedural frame- 
work for biopharmaceuticals, which has 
streamlined the process for the first time 
in the country. But it needs to be imple- 
mented fast. The biopharmaceuticals 
market is evolving very fast and the 
Indian market is flooded with 
biogenerics like  Erythropoetin, 
Filgrastim, Interferons, human insulins, 
vaccines. In fact, India is likely to emerge 
as one of the largest producers of vac- 
cines in a few years time. The biotech 
market is estimated to reach the US$5 
bn by 2010 and almost 70% of this will 
be biopharmaceuticals. We already have 
some success stories and we must build 
on these. With India embracing the prod- 
uct patent regime in January 2005, the 
sector is seeing a subtle shift from gener- 
ics to innovation-led research. To main- 
tain the quality and safety of 
^Biosimilars", strong regulatory guide- 
lines are required to be in place. 

The agri-biotech segment has a tre- 
mendous potential. This segment needs 
a strong push without too much interfer- 
ence. Restrictions on the use of r-DNA 
technologies where benefits are enor- 
mous as in Bt cotton are myopic. We 
have been sitting on the fence for too long 
and we now need to take bold steps for or 
against certain technologies. As the In- 
dian Green Revolution is peaking out, 
BT is one of the ways to ensure India's 
food security. 

Rajesh Jain: Healthcare segment cer- 
tainly has great opportunities. In fact, 
developing and marketing vaccines are 
the most lucrative opportunities. India 
ranks second in manufacturing 
children's vaccines and is also exporting 
the same to several countries; India also 
provides vaccines to the UNICEF pool 
for distribution. Agri-biotech segment 
would definitely help in furthering 
growth in biotech sector. Availability of 
pest-control, disease-resistant, draught- 
resistant, and enhanced yielding variety 
of crops would open up new avenues for 
agri-biotech. Highly nutritious and high- 
yielding varieties of food crops also 
would contribute to growth in this sector. 
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Product commercialization — the 
challenges 

Brian R Shmaefsky: India is 10 to 15 
years behind the venture capital fund- 
ing strategies that fueled the American 
and European biotechnology competi- 
tors. This limits the diversity and vast- 
ness of products that can be developed 
and commercialized in India. And, 
other regions of the world, such as Latin 
America, are vying for the same biotech 
strategies appropriate for India. Regu- 
lations imposed by various countries 
are major barriers to the commercial- 
ization of Indian bictech products. 
American and European Union policies 
. require stringent controls over any 
biotech products imported into those 
nations as raw materials or as final 
products. 

KV Subramanium: The first challenge 
is about organizations having the capac- 
ity to converge diverse competencies to 
develop a product that has commercial 
value. 

Limited market size in India, in the 
context of limited purchasing power 
and absence of a healthcare insurance/ 
reimbursement system, is the second 
challenge. 

The third challenge is in educating 

the medical community on patient ben- 
efits and value proposition of biotech 
products. 
Vishal Gandhi: The challenges that 
come in the way of product commer- 
cialization vary among different play- 
ers. For instance, small-scale biotech 
industry primarily suffers from finan- 
cial problems, while the big players 
have other issues to tackle. Seed fund- 
ing and research funding are two basic 
problems that the entrepreneurs face 
on their path. 

The gestation period and the failure 
rates represent another barrier for 
product commercialization. These prob- 
lems can be reduced if the latest tech- 
nologies are adopted, but again the In- 
dian companies are not financially 
sound to afford it. Another hurdle is the 
complex regulatory product approval 
process, which the industries find diffi- 
cult to fulfill. 
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Indian market is not an established 
market for biotech products. People are 
still skeptical about these products, so it 
is not easy for the players to obtain con- 
sent. 

Ajit Dangi: Product commercialization 
confronts many challenges related to 
regulatory issues, skilled manpower 
and marketing the product globally. 
Setting up of a single window Biotech- 
nology Regulatory Authority for clear- 
ing biotech products wil! help in hasten- 
ing registration. There is an acute short- 
age of trained and skilled manpower to 
embrace the cutting-edge technology re- 
quired for biotech. Courses incorporat- 
ing the latest advances in biotechnol- 
ogy, nanotechnology, bioinformatics, 
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etc., should be available to aspiring 
candidates. 

Indian players have little expertise 
to build global brands in biotech space 
and therefore to start, they will have to 
partner with MNCs to launch their 
brands in international markets. 
Rajesh Jain: Health biotechnology in- 
dustry faces a cumbersome regulatory 
environment affecting clinical trials for 
drug approval and regulated drug cost 
due to cumbersome government policies 
on regulation. This does impede com- 
mercialization of products. Although ef- 
forts have been made to improve the 
regulatory environment which would 
ease the cumbersome regulatory mecha- 
nisms to some degree, confusion, stagna- 
tion and frustration would still exist for 
developing and generating innovative 
biotech products. 

There is no doubt that drugs and 
vaccines are available at an affordable 
cost; however, in many situations, in- 
appropriate pricing policy of the gov- 
ernment does act as dampener to mar- 
ket the product. Public perception on 
health biotech is encouraging. How- 
ever, public at large has great concerns 
on agri-biotech products. The fears 
and misconceptions regarding 
biotech products do impede product 
commercialization. 


The key limiting factors for further 
growth 
Brian R Shmaefsky: The factors limit- 
ing India’s biotech growth are prima- 
rily due to its deficiency in developing a 
realistic targeted strategic plan to 
build a unique and sustainable biotech 
infrastructure. India cannot take on 
the same strategies as America, Aus- 
tralia, and Europe. The Indian biotech 
sector needs to focus on the following 
key points to overcome its limitations 
and reach a $10 bn biotech market in- 
come goal by 2010: 
m Facilitate biotech technology trans- 
fer initiatives; 
m Provide financial incentives for uni- 
versity-driven R&D; 
m Provide competitive financial incen- 
tives to retain the biotech workforce 
in India; 


= Develop first-rate think tanks that 
focus on niche biotech markets and 
exploit markets not likely to be taken 
on by the major biotech players; 

= Focus on low-input sustaining 
biotech initiatives that serve spe- 
cialty markets; 

m Improve intellectual property and 
patent protections; 

= Open up communication with less- 
developed nations for biotech col- 
laborations; 

m Promote biotech with regional or in- 
ternational biotech conferences 
hosted in India. 

KV Subramanium: The biotech in- 
dustry demands a lot of capital given 
the fact that research, animal studies, 
human clinical studies and manufac- 
turing are very expensive. The other 
major limiting factor for growth is in 
terms of human competencies. All 
over the world, there is a scarcity of 
good talent in the biotech industry, 
particularly when it comes to clinical 
development and manufacturing. The 
last thing the industry needs is hype. 
Comparisons are drawn between 
biotech and information technology, 
forgetting the fact that the biotech 
industry inherently has a long 
gestation period, is capital-intensive 
and has talent constraints. It is also 
one of the most regulated industries 
worldwide. 

Vishal Gandhi: The main constraint 

to the growth of Indian biotech indus- 

try is the lack of financial resources at 
the start up and research stage. Bio- 
technology projects are not being con- 
sidered as 100% profit-oriented, so the 
financiers find it risky to invest in 
them. Apart from this lack of stringent 
patenting norms, complex regulatory 
system, infrastructure inadequacy and 
non-interaction among players are the 
factors that are hindering the growth. 

Further, successful marketing of the 

biotech products is difficult to achieve 

in domestic as well as in international 
markets. 

Post-patent expiration ownership 
of a microbial material has come out as 
a challenge for the biotech research sec- 
tor. This system restricts the research- 


ers to have access to the biological ma- 
terial necessary for further research in- 
novation. Further, if a single owner has 
a proprietary position over biological 
entities, he may be in a position to 
*hold hostage" for further R&D. If 
these entities (after patent expiration) 
are not made accessible, then research- 
ers will be precluded from using them 
to develop new therapeutics and diag- 
nostics. 

Ajit Dangi: Implementation of IPR 
(Intellectual Property Rights), both in 
letter and in spirit, and having data ex- 
clusivity in place will go a long way to 
raise the comfort level of MNCs and do- 
mestic investors in the BT sector. India 
is already emerging as one of the 
world's largest producers of vaccines, 
and having world-class IPR in place 
will give this segment a boost. Venture 
capitalism, which plays an important 
role in biotech start-ups, is currently 
underdeveloped in India, while rigid 
government pricing policies are also 
hindering investment in this sector. 

Despite the arrival of the new prod- 
uct patent regime, some areas of con- 
cern with respect to IPR, such as nar- 
rowing the definition of patentability 
only to NCEs, broadening the scope of 
compulsory licensing and the lack of 
data protection still remain to be dealt 
with. The National Pharmaceuticals 
Policy 2006 which is in draft form also 
recommends mandatory negotiation of 
prices for newly patented drugs. This 
will erode India's credibility in imple- 
menting the IPR regime in a fair and 
transparent manner. Early resolution 
of these issues by the various commit- 
tees now considering them will help in- 
crease domestic as well as foreign di- 
rect investments. 

The large number of governmental 
agencies involved in the Indian 
biotech sector has led to the duplica- 
tion of research funding and a lack of 
coordination. While the presence of 
the agencies has helped develop the 
sector's technology capacity, on the 
downside, it has confused research 
priorities. This needs to be addressed 
with priority. Some of India's agencies 
responsible for financing and support- 


Biotechnology in India 


ing biotech R&D are the Department 
of Biotechnology, the Department of 
Science and Technology and the De- 
partment of Scientific and Industrial 
Research, the Indian Council of Medi- 
cal Research (the Health Ministry), 
the Indian Council of Agricultural Re- 
search (Ministry of Agriculture) and 
the University Grants Commission 
(Ministry of HRD). When different in- 
stitutions are involved in several ac- 
tivities, bureaucracy takes the whip 
hand and will hinder the growth of 
this sunrise sector. 

Rajesh Jain: Besides regulatory 
hurdles, unless new innovative prod- 
ucts are generated regularly, the lead- 
ership of biotech companies in the glo- 
bal scenario would be limited. In order 
to have an innovative research there is 
a dire need of innovators who can de- 
sign innovative products or develop in- 
novative processes. There is no doubt 
we do have a pool of talented biotech 
scientists, but there is still dearth of 
industry-qualified scientists. 

The infrastructure facility con- 
forming to the regulatory requirement 
of the regulatory market is essential 
to improve the industry growth. India 
now has a product patent regime. The 
mechanisms to implement the same 
have not been fully worked out. All is- 
sues relating to the implementation 
of IPR need to be resolved quickly. In- 
vestment in biotech continues to re- 
main inadequate, especially the 
availability of venture capital funds 
as a seed capital/money for start-up 
companies to see them through the 
proof-of-concept stage. There is a clear 
need to augment knowledgeable staff 
for the national regulatory body as 
well as for central labs attached to the 
regulatory body. If these factors can be 
taken care by an appropriate govern- 
ment process, it should be possible for 
our country to be a major player in the 
global scenario. «^ 





Interviews conducted by Ravi Babu 


The views expressed herein are the personal 
opinions of the interviewees but not of the 
organizations that they represent. 
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WiMAX 


Broadening Broadband 





it is 100 times faster in wireless data rates and is touted as a solution for the 
"last mile" connectivity problems for urban and rural access to Internet 
connectivity. In essence, WiMAX promises to revolutionize the way people 


use broadband. 


e latest buzzword in the Infor- 
mation Communication and 
Technology (ICT) era is WiMAX. 


And, if expectations about the poten- 
tial of WiMAX are met, it will have an 
enormous impact on the whole sce- 
nario of broadband services and the 
overall business model of service pro- 
viders. It will compete face-to-face, 
both on price and quality with existing 
service providers, globally. WiMAX's 
ability to support users on the move 
(via hot spots or portable services) puts 
it in competition with cellular data ser- 
vices, and 3G in particular. Moreover, 
its potential as a business or residen- 
tial service that combines fixed and 
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wireless data connectivity will make it 
an attractive option for the user, 
whether at home, at work or on the 
road. India’s growing economy com- 
bined with a huge demand for broad- 
band makes it a large market for 
WiMAX. 

However, for developing countries 
like India, the key focal point of broad- 
band deployment is in urban and sub- 
urban areas, and will remain so in the 
near future. Nonetheless, what would 
fuel the growth of WiMAX are the cur- 
rent low technology penetration and 
inferior quality of the infrastructure 
that have so far prevented mass-scale 
DSL deployment and hence necessi- 


tates the need for alternate broad- 
band technologies like WiMAX. In 
this situation, WiMAX is expected to 
emerge as an excellent solution. 
WiMAX technology enables broad- 
band wireless networks in urban as 
well as rural areas. 


What is WiMAX? 

Worldwide Interoperability for Micro- 
wave Access (WiMAX), the common 
name associated to the IEEE 802.16, 
is a wireless networking standard 
from the Wi-Fi family of standards, 
including 802.11a, 802.11b and 
802.11g. WiMAX scores superior 
range and bandwidth. It is unbeliev- 
ably faster; WiMAX is the faster, 
longer range version of Wi-Fi. It can 
transfer around 70 Mbps over a dis- 
tance of up to 30 miles to thousands of 
users from a single base station. It is 
an exciting and unique technology 
that delivers high-speed, fixed and 
mobile broadband services wirelessly 
to large areas with much less infra- 
structure than is needed today. In 
fact, the WiMAX technology has the 
potential to enable service carriers to 
converge the all-IP-based network for 
triple-play services such as data, 
voice, and video. 


Enter ubiquity 

Digital gadgets and other electronic gad- 
get devices provide enterprise applica- 
tions—like calendars, contact lists, 
e-mail, etc., delivering them beyond the 
enterprise's walls. Cellular phones long 
ago overtook this barrier and now enable 
virtually all voice services through a net- 
work of public operators, and have 
merged the line between office and per- 
sonal communication services. WiMAX 
will revolutionize desktop computing, 
enabling the Internet to be virtually any- 
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Customer Financial Products, Mobile ATM Service, Intranet, Flexi Deposit Scheme 
startto finish service counters all in place to enhance Customer delight. 


The Jammu & Kashmir Bank is one of the fastest 
growing banks in India offering World class banking 
products and services to its customers. Our 
operating ethos is built around the four pillars of 
good governance: Transparency, disclosures, 
accountability and value. Based on these qualities, 
the bank has moved from strength to strength. 


For instance we are highly technology driven. Our IT 
strategy emphasizes an enhanced level of customer 
service through 24 x 7 availability, multi channel 
banking and cost efficiency through optimal use of 
electronic channels, wider market reach and 
opportunities for cross-selling. Besides, innovative 


products allow customers to make the best use of 
our infrastructure. 


Sure enough, these efforts have been duly 
reckoned, recognized and rewarded, with the 
prestigious Asian Banking Award 2005 being given 
for its 'Development Project Financing Programme"; 
an award for Customer Convenience Programme; 
9th ranking among the top ten Asian banks and so 
much more. 


Today, we look back with pride and ahead with 
confidence, towards more milestones and more 
opportunities to serve esteemed customers. 





THE JAMMU & KASHMIR BANK LTD 


Visit us at : www.jkbank.net 
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INTERVIEW 


It will be a key driver to meet the growing demand for high bandwidth IP applications for fixed and nomadic 


situations. 


Hew do you see the development in 
WiMax Technology front? 

Motorola sees great promise in WiMAX. We 
are strongly committed to this wireless broad- 
band technology, and in developing next gen- 
eration WiMAX solutions that will deliver 
rich, multimedia, high bandwidth services. 
WiMAX will complement existing fixed or mo- 
bile networks and can share the IP core and 
back-office applications. It will be a key driver 
to meet the growing demand for high band- 
width IP applications for fixed and nomadic 
situations, and promises a lowered cost per bit 
with similar coverage to current cellular 
systems. 

We have WiMAX solutions to offer under our 
MOTOwi4™ portfolio. These are standards-based 
(802.16e) fixed and mobile solutions designed for the 
2.5 GHz, 3.5 GHz, and other future profiles. Operating 
in licensed spectrum and standards-based following 
IEEE 802.16 Rev e, Motorola's wi4 WiMAX products 
will be designed to permit carriers to adopt the full 
scope of available fixed, nomadic, portable, and mobile 
applications. 


How is it different from Wi-Fi? 

WiMAX is an open standards-based technology, which is a 
logical evolution of Wi-Fi, providing significantly greater 
reach, mobility and access throughputs to end-users. There- 
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fore, even though WiMAX and Wi-Fi are two 
different wireless access technologies, they can 
potentially be used together to enable greater 
coverage and enhance end-user experience. 
Wireless and wireline carriers can use WiMAX 
to backhaul public Wi-Fi hot spots, and to ex- 
tend coverage. 


Do you think WiMax is a replacement for 
DSL? 

On the contrary, WiMAX can be used by ser- 
vice providers to complement technologies 
such as DSL. Wireless carriers can use 
WiMAX to provide fixed telecommunications 
services to businesses and residences, using 
seamless mobility applications to offer unified services 
and billing. These services include T1/E1 or faster ser- 
vices using IPSec Quality of Service to maintain service 
level agreements for businesses, while making excess ca- 
pacity available to residences to compete with or comple- 
ment coverage of DSL and cable broadband Internet ser- 
vices. Cable and DSL operators could also use WiMAX to 
add mobility to fixed broadband service for additional 
revenue opportunities, 


How do you view the future of WiMAX in India? 

India certainly presents many opportunities for the de- 
ployment of WiMAX. It is a technology that can revolu- 
tionize the way we connect the “unconnected” and deliver 


where and the laptop to be truly mobile 
as the cell phone is today. Laptops will 
become dual-duty office/personal de- 
vices, blending public and private data 
communication services. 

WiMAX is designed in such a way 
that it provides broadband multimedia 
data over wireless links at many times 
the speed of traditional wireless sys- 
tems, covering the greater coverage area 
than today's proprietary Wireless Local 
Area Network (WLAN) access solutions 
like Wi-Fi technology. Wi-Fi enables in- 
expensive broadband Internet access 
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within short-circle range “hot spots", at 
distances measured in tens of meters, 
whereas WiMAX is designed to provide 
the identical access at corresponding 
costs, and covering tens of kilometers 
with superior performance and much 
higher speed. 

In other words, Wi-Fi provides high 
bandwidth but not distance, and current 
cellular systems provide distance but 
not high bandwidth. In comparison, 
WiMAX provides both with uninter- 
rupted access to high-bandwidth ser- 
vices at offices, homes, bus stations, air- 


ports, and hotels. Also, people can use 
WiMAX services while traveling in rural, 
suburban, and metropolitan areas. 

Looking at India's digital growth ac- 
celeration, the country has a potential to 
emerge as a world leader in WiMax tech- 
nology. By deploying it rapidly, India can 
also be a global showcase in the usage of 
broadband for meeting cyber-age na- 
tional goals. 


How WiMAX works 


WiMAX operates in a manner similar 
to Wi-Fi but works at higher speeds, 


information, communication and entertainment services 
to end-users. The existing cellular operators can use 
WiMAX as a cost-effective backhaul solution for extend- 
ing their networks into rural areas. This access technology 
has great potential to lower the cost of delivering broad- 
band data services to meet the unique needs of varied 
market segments ranging from the urban metros to rural 
India such as education, healthcare, e-commerce, e-gover- 
nance,etc.  — 

Motorola's MOTOwi4 platform offers service providers, 
network operators, enterprises, governments and munici- 
palities the ability to optimally create, extend and enhance 
their access to enable coverage in all places and spaces in 
India. 

WiMAX sits right in the center of convergence. It has 
the promise to bring cost down significantly and make 
seamless mobility happen in India. You will see the con- 
vergence of cellular, WiMAX, Wi-Fi and fixed wireless 
broadband enabled by IP Multimedia Subsystem (IMS) 
which provides a common core, single billing, security, 
and so on. Motorola's seamless mobility vision is to pro- 
vide connectivity anywhere, anytime, to anything, with 
any device. 


How cost-effective is WiMAX to end-users? 

WiMAX promises a lowered cost per bit with similar cov- 
erage to current cellular systems. This is possible to 
achieve based on the fact that WiMAX is an open stan- 
dards-driven access technology. This enables a large 
number of component and equipment and manufacturers 
to build products that can freely interoperate with each 
other. Therefore, the consumer would benefit from pos- 
sessing the freedom of choice as well as the cost advan- 
tages associated with global economies of scale that a 
standards-based approach ensures. 


WiMAX 





The key to extract maximum benefit from such an oppor- _ 
tunity will be to align spectrum allocation guidelines and 
policies with the WiMAX forum's globally defined spectrum 
profiles. 


Any other observation? 

Many observers believe WiMAX and 3G's common goal, 
which is to bring wireless broadband over the airwaves, will 
ultimately lead to a big technological clash. 

Instead of an apparent conflict, Motorola believes that 
these two technologies could be two key and complimentary 
pieces of a puzzle that will effectively enable seamless 
broadband mobility. 

Carriers, operators and service providers— all recognize 
that to sustain their business long-term, they need to utilize - 
the right mix of technologies to deliver end-user applications 
—whether these are voice, video, messaging or high-speed 
wireless data access. | 

The promise of WiMAX is that it is arguably one of the 
most effective methods to deliver high speed nomadic data 
today with high spectral efficiency when compared to exist- 
ing 2G and 3G cellular data systems. At the right price and 
with the right mix of technologies and services, these busi- 
nesses will be able to lock in subscriber loyalty, attract new 
customers, and increase their Average Revenue Per User 
(ARPU). 

WiMAX is also a great opportunity to open doors to 
business opportunities for new market entrants. Many 
operators lacking 3G spectrum have been constrained in 
offering advanced wireless data services. WiMAX, how- 
ever, is able to deliver a cost-efficient and high-performing 
alternative means to delivering high bandwidth and flex- 
ible data. 


and covers greater distances. WiMAX 
will possibly erase the suburban and 
rural blackout areas that currently 
lack broadband Internet access due to 
the lack of necessary wireline infra- 
structure availability. 

The WiMAX system consists of two 
parts: A WiMAX tower and a WiMAX 
receiver. The WiMAX tower is similar 
in concept to a cell phone tower—a 
single WiMAX tower can provide cover- 
age to a very large area of 3,000 square 
miles (~8,000 sq km). The WiMAX re- 
ceiver and antenna could be a small 


box or a PCMCIA card or they could be 
built into a laptop the way Wi-Fi ac- 
cess is today. 


WiMAX vs. Wi-Fi 

WiMAX and Wi-Fi are independent 
technical terms, catering to some ex- 
tent diverse needs. WiMAX uses pri- 
vate, licensed spectrum and provides 
high-speed guaranteed performance to 
wider public areas, similar in coverage 
to cellular networks today. On the 
other hand, Wi-Fi uses shared spec- 
trum and operates at short distances, 


making it ideal for low-cost, private 
networks. Further, WiMAX provides 
Wi-Fi's most attractive attributes: 
Ease of use, high-speed connections, 
and a wide variety of low-cost devices 
available through conventional out- 
lets. The basic difference between Wi- 
Fi and WiMAX is that WiMAX offers 
roaming facility to Internet users. In a 
way, WiMAX scores over other tech- 
nologies, in terms of ease of mobility 
and fast deployment. Also, WiMAX is 
very much reliable and appropriate fo 
rugged infrastructure. : 
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Red carpet by industry players 
WiMAX is best-suited to cater the full 
potential of Indian market. 

Beceem Communications 
(www.beceem.com), the leading provider 
of chipsets for Mobile WiMAX technology 
with significant R&D operations in 
India, are aiming their commitment to 
accelerate WiMAX deployment in India. 

Intel the world’s largest microproces- 
sor company is working with more than 
100 cities around the globe aiming to 
provide Internet connectivity using the 
WiMAX technology and pushing the 
WiMAX technology by creating aware- 
ness among users. 

MindTree Consulting has joined the 
WiMAX Forum; the company is contribut- 
ing its best in the development and adop- 
tion of standards and providing design en- 
gineering and value-added testing services 
in the broadband wireless product space to 
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silicon vendors, original device manufac- 
turers and equipment vendors. 


Benefitting from WiMAX 


In India, operators like Tata's VSNL, 
Reliance Infocomm, and the state- 
owned BSNL are testing WiMAX ser- 
vices aggressively. These organizations 
are looking at WiMAX as a last mile 
wireless connectivity solution that can 
be used primarily in rural and other re- 
mote regions. If in the coming future 
things move as expected, WiMAX tech- 
nology will turn out to be a boon for these 
telecom operators, as they are struggling 
to meet the rural telecom mandates. 
Bharti Enterprises has already started 
running market tests and trials in cities 
like Bangalore, Bhopal, and New Delhi. 
So far, the results have been motivating 
and the company has been pretty bullish 
on the service. 
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However, there are constraints ga- 
lore before realizing the WiMAX dream 
in India. Building telecommunication in- 
frastructure covering the entire nation 
will involve huge cost. Lack of material 
connectivity and infrastructure involving 
high cost and lack of broadband tech- 
nologies are big hurdles to more wide- 
spread adoption of the Internet; in India, 
about 14% of India's 0.6 million villages 
still lack a single public telephone. 

According to WiMAX Forum, by the 
year 2008, WiMAX connectivity will be 
embedded in base silicon of new laptops 
and desktops by integrating Wi-Fi. 
WiMAX will be enabled through laptop 
cards and the devices will cost ranging 
from $100 to $500. However, experts 
say WiMAX will not bring changes over- 
night and may take its own time as seen 
in other technologies like the cellular 
technology. 

WiMAX is already implemented in 
more than 125 countries around the 
world today and WiMAX Forum mem- 
ber companies are the first to imple- 
ment standardized solutions to the 
marketplace, making broadband ser- 
vices more cost-effective to deploy it on a 
wide scale. 

Countries which have more rural ar- 
eas with poor networking infrastructures 
will benefit more from WiMAX technol- 
ogy. Keeping this in mind, countries like 
China, India, Russia, Canada or even 
Brazil are predicted as the prime candi- 
dates for embracing the WiMAX technol- 
ogy. Much of India's current economic 
boom is the result of its Information and 
Communications Technology (ICT) revo- 
lution. ICT has helped India become a 
BPO world leader, which has fueled the 
explosive growth of the Indian economy. 
Technology is playing the role of a catalyst 
by pushing India's economic and infra- 
structure growth. To run and complete the 
revolution race, Internet connectivity has 
to reach India's rural population. With 
the existing poor infrastructure, it's go- 
ing to be wireless broadband that will 
bring the Internet to rural areas. “) 

Amit Singh Sisodiya 
and Ankur Gupta 





Reference # 01M-2006-07-14-01 


Chartered Financial Analyst g July 2006 $ 63 


B CORPORATE STRATEGY 





Vodafone 


Goliath in a Labyrinth 
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if the high-flying wireless giant’s latest financial reports are any indication, it 
needs giant and not baby steps to stay the course, as the global telecom 
landscape is becoming fiercely competitive. 





*Mr. Sarin inherits a company in good 
shape, by the dented standards of in- 
ternational telecoms", quoted The 
Economist on the arrival of Arun Sarin 
as CEO, Vodafone (world’s largest 
wireless operator), in 2003. Sarin had 
the onus to steer the British giant to 
glory after the retirement of his prece- 
cessor, Chris Gent, who was a flam- 
boyant dealmaker. However, the task 
to take the fledgling giant on to the 
global stage has proved to be more 
daunting than what the Indian- 
American CEO might have expected. 
The company's latest quarterly re- 
sults present a grim picture about the 
— financial health of the company (it re- 
ported a loss of £22 bn for FY06, worse 
than the loss of £13.5 bn it incurred in 
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FY02; both the losses were the largest 
ones in European corporate history). 
Though the recent losses are mainly 
accounting losses and stem mostly as 
a result of the write-offs from acquisi- 
tions in Germany (which accounts for 
the lion's share), Italy and Sweden, 
the bigger concern is Vodafone's 
overdependence on voice calls, which 
account for over 80% of its revenue, 
but face increased threat from VoIP 
(Voice over Internet Protocol). All 
these call into question its two- 
pronged strategy to "go global" (to 
gain scale economy) and “be mobile- 
only” (to focus on the fast-growing 
wireless segment). Certainly, these 
are tough times for the world's largest 
wireless operator's chief. 


Success begets failure 

The Economist comments that the very 
strategy responsible for Vodafone's rise 
is now turning out to be its doom. For 
instance, it emphasized expansion over 
efficiency in its quest for gaining econo- 
mies of scale. Further, its preoccupation 
with wireless seemed shrewd when 
fixed-line phones ruled the roost; how- 
ever, it now appears out of sync with the 
latest trend of convergence or *qua- 
druple-play" of voice calls, broadband, 
television and wireless services. Cyrus 
Mewawalla of Westhall Capital reck- 
ons, “Vodafone should move from ‘pure 
mobile’ strategy to ‘converged services — 
just the sort of thing championed by 
AT&T.” It is not that Vodafone was un- 
aware of the flaws in its strategy; how- 
ever, all along, it failed to admit it, at 
least publicly. But now the wireless 
goliath wants to make amendments. 

To begin with, the firm in April 2006 
announced in a major organizational re- 
vamp, the splitting of its business into 
three new units—Europe, Central Eu- 
rope, Middle East, Asia-Pacific and Af- 
filiates, and New Businesses and Innova- 
tion—in order to realign itself better with 
the market needs. In essence, the restruc- 
turing aims at cutting costs in mature 
markets, boosting profits in emerging 
markets, and extending its reach into new 
technologies. “By creating three new busi- 
ness units, and with an increased focus on 
costs, we are reflecting the different ap- 
proaches that will be required to continue 
to succeed, both in terms of our existing 
operations and in capturing new revenue 
streams for the future”, said Sarin in a 
press release. But, it would be tough to 
convince critics who think that the prob- 
lem is bigger than that presented by the 
wireless goliath. Dean Bubley, Founder, 
Disruptive Analysis, a London technology 
consulting firm, commented in 
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Business Week, “It’s not yet clear whether 
their new vision goes far enough or fast 
enough.” “Most commentators have 
pitched Vodafone’s problems as a man- 
agement issue. But it’s actually a technol- 
ogy issue”, he reckoned. He believes that 
Vodafone needs to get serious about fixed/ 
mobile convergence if it has to stay in the 
race. In fact, he did not rule out the option 
of joint ventures or acquisitions as a solu- 
tion to address the issue of convergence. 
“It could partner with or acquire fixed- 
line operators. For instance, it could sell 
Verizon Wireless to Verizon Communi- 
cations and use the proceeds to buy a 
fixed-line operator such as Britain’s 
British Telecom (BT), which has already 
committed to a big IP network upgrade”, 
he suggested. 

Others like John Strand, CEO, 
Strand Consult, a Copenhagen-based 
wireless consultancy firm, commented in 
BusinessWeek that the wireless jugger- 
naut needs to focus on cost and cost alone. 
“Its (Vodafone’s) dream was to create an 
end-to-end solution where it would take 
care of everything from designing the 
handsets to providing the content and op- 
erating the network. But this strategy is 
no longer viable”, he observed. He added 
that since voice and SMS account for 95% 
of the average users mobile bill world- 
wide, today, the winner in the mobile 
market will be the one who can produce 
voice and SMS at the cheapest rates. “In- 
stead of adding new services and content, 
Vodafone should kill Vodafone Live (its 
mobile services portal) and focus on cut- 
ting costs”, he emphasized. 


In fact, analysts like Robin Hearn, of 
the London-based Ovum, a technology 
and telecom consultancy, go to the ex- 
tent of even terming the wireless giant’s 
ambitious goal as daydreaming. 
“Vodafone will never achieve the kind of 
growth it got before”, he remarked in 
BusinessWeek. He added, “It can grow at 
a reasonable rate, but if it wants to out- 
perform, it will have to be a bit more 
ambitious." He suggested that the firm 
needs to aggressively pursue its inter- 
ests in emerging markets. “I’d like to 
see it go into emerging markets more 
enthusiastically. It could try to increase 
its stakes in operators it already has, 
such as South Africa's Vodacom, and 
look for (other) new opportunities", he 
opined. 


Global gambit — So near, yet so far 
The reality today is that Vodafone's entire 
global strategy is falling apart. 
— John Strand, 
CEO, Strand Consult, Copenhagen. 


A section of experts criticize the 
firm’s “bigger is better” strategy, for 
they believe that Vodafone adopted 
this strategy for getting advantage of 
economies of scale, which meant to de- 
liver a cheaper handset, network 
equipment or software. However, the 
company failed to be successful in sev- 
eral key markets, particularly the 
technologically most advanced Japan. 
It was difficult for Vodafone to catch up 
with the local rivals there, who were 
much ahead of it in rolling out 3G ser- 
vices. Vodafone’s drawbacks were its 
technical glitches. It had to introduce a 
Japan-specific handset, thereby un- 
dermining its economies of scale. This 
has led some experts to even doubt 
Vodafone’s ability to compete on a glo- 
bal basis even as it continues its 
search for a strong global footprint. In a 
Business Week report, Strand notes, “It 
(Vodafone) has not proved (itself) ca- 
pable of maintaining its position 
whenever faced with real competition. 
It was forced to get out of Sweden and 
Japan, and now there are signs it is in 
trouble in Holland and Belgium”. How- 
ever, he feels that the company should 


move out of the US market and return 
the cash to shareholders, as it will take 
some time before Vodafone’s new 
strategy shows signs of delivering. 

Already, in April this year, it sold 
Vodafone Japan, its Japanese subsid- 
lary, to a wholly-owned subsidiary of 
SoftBank Corporation for a consider- 
ation of ¥1.8 tn (£8.9 bn). More sales are 
possible, including the sale of a 45% 
stake in Verizon Wireless in America, 
despite the company’s denial of the same 
in open. 

However, not everybody is so pessi- 
mistic about the British wireless giant. 
CI Investments, a leading Canadian in- 
vestment management company, in one 
of its recent newsletters commented, 
“Telecom companies, and Vodafone in 
particular, have been beset by both com- 
petitive and technological problems in 
recent years, but Vodafone will continue 
to grow its cash flow and earnings in ab- 
solute terms, while its scale and focus on 
bottom line should enable it to achieve 
the lowest cost position in the industry. 
In addition to the fundamental case, 
there is significant scope for financial en- 
gineering that can unlock value as 
Vodafone’s positions in Verizon Wire- 
less (the US), SFR (France), China Mo- 
bile, and Bharti Tele-Ventures (India), 
are worth almost half the market capi- 
talization.” 


Finding solace 

The only consolation for Vodafone is 
that it is not the only one in trouble. In 
fact, a host of operators from Japan’s 
DoCoMo to China Mobile to Sprint 
Nextel are finding the going tough as 
convergence conundrum looms large 
over the telecom horizon. However, 
players like AT&T are learning and 
working hard to survive in an age 
where technology disruption is a way 
of life. Maybe the wireless giant can 
take a leaf or two out of the new avatar 
of Ma Bell, which has survived many 
ups and downs in its over-a-century- 
old history. (^ 


Amit Singh Sisodiya 
and Madhuparna Chakraborty 
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India is facing a serious talent crunch in many of the emerging sectors. 


n increasing number of compa- 

nies are relocating/establishing 

heir manufacturing base or 

their back-office hub in India. Some of 
them are also setting up their R&D 
centers in India to leverage on the 
latter’s low-cost skilled workers. Many 
companies are realizing the benefits of 
setting up offices here. But, of late, the 
pace of the number of companies com- 
ing to India has increased, and the 
companies already existing in India 
are expanding their operations, adding 
to their headcount. The demand for 
qualified labor at all levels is increas- 
ing at a faster rate when compared to 
the supply, with impressive growth be- 
ing witnessed in both manufacturing 
and service sectors. As per the industry 
estimates, nearly 500 CEOs and 5,000 
VPs will be required in the next 18 to 


24 months. The number of employees 
needed in the lower ranks will also be 
more. 

As increasing number of contracts 
poured into India, shortage of talent was 
first felt in the Information Technology 
(IT) and Business Process Outsourcing 
(BPO) industries. Some of the other sec- 
tors which are having a serious talent 
crunch presently include airlines, 
telecom, biotechnology, healthcare and 
hospitality sectors. 


Causes for concern 

Though India has an abundant supply of 
manpower, there is a severe shortage of 
skilled and talented workforce. Most of 
the students coming out of colleges every 
year are not employable because of their 
inability to fulfill the stipulated stan- 
dards required by the organizations. Ex- 


cept some good institutes, lack of ad- 
equate infrastructure in universities 
and educational institutions and non- 
availability of expert faculties are some 
of the factors responsible for students' 
inefficiency to fit into the jobs available. 

Despite many schools and institu- 
tions using English as the medium of 
education, people with acceptable levels 
of spoken English have also become 
scarce. Spoken English is a key factor in 
the outsourcing industry, which is ex- 
pected to face a shortage of English- 
speaking professionals, with a large 
number of outsourcing contracts coming 
to India. Nasscom foresees a shortfall of 
skilled workers for the IT and BPO in- 
dustries in the next five years. While 
these sectors together employ seven mil- 
lion people at present, the shortage is 
expected to be nearly 2,06,000 skilled 
workers by the year 2009. 

The aviation sector is also witness- 
ing a lot of activity with around 450-500 
new aircraft likely to join the sector in 
the next five years. The industry is al- 
ready facing a shortage of pilots, and an 
additional 2,000 pilots, 10,000 engi- 
neers and logistics staff will be required 
to fill up the positions generated by the 
proposed fleet induction. Also, there is a 
scarcity of aviation training institutions 
and facilities. Moreover, the new airline 
operators do not have training institutes 
of their own. The high expenditure in- 
volved and the minimum time available 
to become a pilot are also aggravating 
the problem. 

Another industry which will face the 
brunt of skilled manpower shortage is 
the retailing industry. With the entry of 
foreign retailers into the Indian retailing 
industry, the latter is more organized 
now, with numerous malls mushroom- 
ing all over. This is sure to generate a big 
demand for skilled manpower. As there 
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is a scarcity of skilled manpower, new 
players entering into the industry are 
offering good pay packets to attract tal- 
ented workforce from the existing com- 
panies. Companies are also looking for 
Indian expatriates to fill up the senior 
positions. Recently, Reliance Industries 
mandated a global sourcing firm to hire 
Indian expatriates for senior positions in 
its retail foray. 

The healthcare sector is growing at 
a very fast rate with the number of pa- 
tients coming from abroad for medical 
treatment constantly increasing. 
However, the growth of super-spe- 
cialty hospitals and an increasing de- 
mand for healthcare have led to a 
dearth of top-quality surgeons, 
trained nurses and technicians. The 
available number of seats in medical 
colleges in proportion with the grow- 
ing population is dismal. 

After software, biotechnology is ex- 
pected to be the next big hit of the 
Indian industry. It is knowledge-inten- 
sive and India has a great opportunity, 
with investments flowing in to encour- 
age research in this field. Here too, 
scarcity of research scholars in the rel- 
evant field is feared to hinder growth. 
In the manufacturing sector also, a 
workforce of 73 million will be required 
by 2015, due to the growth in steel, in- 
frastructure, and oil and gas indus- 
tries. The gap between demand and 
supply of workforce is getting wider 
and the numbers required for filling in 
the vacancies is only increasing. 


Measures to overcome the crunch 

In this changing environment where 
there is a shortage of skilled labor, re- 
taining the existing employees becomes 
all the more important. 

The workforce can be retained by 
providing a congenial work environment 
and by offering incentives. Employers 
can set up work-based training pro- 
grams and thus create qualified talent 
to suit their requirements. By reskilling 
and upskilling the individuals, and by 
redesigning the jobs, employers can cre- 
ate the required talent to fill up the 
emerging positions. In this way, the 
companies can contain tacit knowledge 
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within the organization itself. P V 
Kannan, CEO of 24/7 Customer, says, 
*The industry takes young, raw talent 
and in a span of five to six years creates 
business leaders out of the young 
individuals." 

The employers and governments are 
taking necessary steps to overcome the 
estimated shortage of manpower by im- 
proving educational and training facili- 
ties. Supplemental training system is 
being adopted in collaboration with spe- 
cific institutions: Employees gain expo- 
sure and training in the areas relevant to 
the job requirement. 

Business houses too are taking 
more initiative in training freshers and 
those who lack the required skills. A few 
of these business houses are even set- 
ting up institutions on their own to fill 
the gap of talent shortage. Recruiters 
have started conducting certain train- 
ing courses for their customers when 
their potential recruits fall short of cer- 
tain required skills. Ajai Bhatnagar, 
Principal Consultant, BPO Consultant 
India, says, ^There are no quick solu- 
tions to human resource constraints, 
else China would have beaten us hands 
down in the game of global service 
outsourcing nation." 

By tapping the previously untapped 
areas, the total talent pool can be ex- 
ploited. Many of the businesses are 
adopting different methods such as part- 
time work and flexible job schedules for 
the older and senior employees. 


Role of the academia 

The education system has a greater role 
to play in fulfilling the expectations of 
India's prospects. Unless some changes 
are brought into the education system, 
the current boom in job market cannot be 
sustained. There are nearly 330 univer- 
sities and 17,000 colleges in India that 
are funded by the government. Most of 
the funds are being used to subsidize 
student fees rather than being spent on 
improving the infrastructure. 

Sufficient budget allocations for edu- 
cation, training and R&D will facilitate 
in reducing the intensity of the problem. 
To create a better-qualified talent pool, 
certain policy decisions, such as greater 


investment in education and training 
are crucial for the country's economic 
progress. Also, paying the right salaries 
at the right time to the faculties and re- 
taining those who are skilled is equally 
important. 

A public-private partnership model 
among higher educational institutes can 
lead to greater differentiation, which 
leads to the production of top-quality 
graduates. While HP has an alliance 
with Jadavpur University, Kolkata, 
Genpact has an alliance with Osmania 
University, Hyderabad, to facilitate ex- 
change of knowledge with each other. 
Cisco has established over 130 network- 
ing academies in 20 states, benefitting 
more than 6,000 students. TIBCO and 
IIIT (Pune) have announced an academic 
partnership, where the former would 
provide business integration software 
free of cost to hone the required skills in 
the students. Accenture and XLRI have 
set up the Accenture and XLRI-HR 
Academy, especially to provide training 
to the IT/ITES industry. 

By following an international cur- 
riculum and utilizing the services of ex- 
perts as faculty, the quality of education 
can be enhanced, which will lead to im- 
proving the skills of the students. To en- 
sure a steady supply of skilled profes- 
sionals, Nasscom has started an "IT 
Workforce Development Initiative", 
which attempts to bring changes in the 
interface between academia and indus- 
try. It has suggested deregulating 
higher education, setting up of higher 
education zones and funding them, 
based on the demand for the colleges 
and universities. The time has come to 
bring about changes in our education 
system if we have to capitalize on the 
opportunities. A greater responsibility 
rests on the shoulders of industry ex- 
perts, academicians, administrators 
and policy makers. As Shikha Suman, 
CEO, Suvi Inc. Research and Manage- 
ment Consultants, said, “Young should 
put their efforts in areas which will en- 
hance their employability.” ^ 


D Satish 
and Surendar Vaddepaili 
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Made in China 


From Toys to High-tech Goods 
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As the world's largest IT goods exporter, China has conquered the tech 


goods territory as well. 





ina has come a long way since 

the reform process was initiated 

three decades back. On the inter- 
national trade front, it is the world's 
third largest trading power today. Its 
emergence as a major international 
player during this period has not only re- 
defined the global trading system, but 
has also ensured that this emergence 
has far-reaching economic and political 
impact on the world. Being the global 
manufacturing-base, China has been 
known the world over as the manufac- 
turer of low-end products like toys and 
textiles. However, it is spreading its ten- 
tacles far beyond the low-end products to 
high-tech goods like laptop computers, 
memory chips, DVDs, ditigal TVs, mo- 
bile phones and so on. In the process, the 


dragon, as China is popularly called, has 
replaced the US as the world's top tech 
exporter. 

According to the Paris-based Orga- 
nization for Economic Cooperation and 
Development (OECD), China has over- 
taken the US to become the world's 
largest exporter of information and 
communications technology goods. As 
the producer of labor-intensive product 
segments, it has captured a greater 
share in the world market. Its forward 
march on the technology ladder is a 
unique feature of its economy and a re- 
markable source of its resilience. This 
is one of the key drivers behind the 
country's $100 bn-plus trade surplus 
with the rest of the world and double 
that figure with the US. China has al- 


ready become the world's largest pro- 
ducer of mobile phones, PCs and cam- 
eras. After the global manufacturing 
prowess, it is fast becoming a technol- 
ogy superpower. For example, even 
though only 8% of its people have ac- 
cess to the Internet, in figures that be- 
comes a whopping 100 million people 
online, second only to the US. 


The ICT boom 

Chinese ICT exports, which consist of 
laptop computers, mobile phones, and 
other ICT goods, took the lead from Ja- 
pan and the EU in 2003 and reached an 
all-time high in 2004. According to the 
Ministry of Information Industry 
(MID, the output of the whole industry 
was at 3.8 tn yuan (US$408 bn) in 2005, 
compared with 2.65 tn yuan (US$328 
bn) in 2004. MII predicts that exports 
will total US$250 bn in 2006, while 
software sales will be to the tune of 300 
bn yuan (US$37 bn). Official figures 
show China signed technology transfer 
contracts worth 720 mn yuan with the 
US in the first quarter of 2006, com- 
pared to 2.73 bn yuan with Japan and 
2.52 bn yuan with Europe during this 
period. 

The report by OECD comes as a 
turning point for China, hitherto re- 
ferred to as a “low-tech textile sweat- 
shop", but now perceived as the hub of 
sophisticated factories manufacturing 
electronics. As Arthur Kobler, a busi- 
ness consultant in Hong Kong and 
former president of AT&T in China 
said, “It confirms that the Chinese 
economy is really moving up the value 
chain from simple manufactured goods 
like textiles, shoes and plastics to very 
sophisticated electronics." The eco- 
nomical costs of manufacturing in 
China are attracting foreign companies 
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to invest more and more in the country. 
A closer look at this astonishing growth 
in the production of ICT goods in China 
reveals that it is foreign companies like 
Intel, Nokia, Motorola, Microsoft and 
Cisco Systems that are responsible for 
most of the growth. Rob Enderle, Princi- 
pal Analyst, Enderle Group, a US- 
based technology advisory firm opines, 
“A combination of heavy investment in- 
frastructure combined with relatively 
low-cost highly qualified labor is the 
driver of this boom in China. This re- 
sults in goods with adequate quality 
and solid price/performance advan- 
tages." The most striking demonstra- 
tion of China's ambition to takeover the 
consumer electronics space was when 
Lenovo Group Ltd., bought IBM's PC 
unit for $1.75 bn. This deal leapfrogged 
Lenovo's position as the third largest 
maker of computers, preceded by Deli 
and Hewlett-Packard. China's booming 
trade surplus in PCs and laptops was 
$45.4 bn in 2004. 

One can also notice the growing re- 
gional shift to Asia in total ICT trade 
as the exports and imports to other 
Asian countries have increased sub- 
stantially. The US was the No. 1 desti- 
nation for China's exports in the year 
2004, closely followed by Hong Kong, 
EU-15 (20%), and Japan (10%). China 
was previously dependant upon the 
EU and the US for electronic compo- 
nents such as computer chips in order 
to manufacture laptops and advanced 
mobile phones. However, of late the 
major sources of China's ICT imports 
are Asian economies like Japan (18%), 
Chinese Taipei (16%), Korea (13%) 
and Malaysia (8%). 


Impediments 

China’s manufacturing prowess, a suit- 
able investment infrastructure accom- 
panied with a low-cost yet quality labor 
are feeding the phenomenal growth of 
China as an IT and electronic goods be- 
hemoth. However, issues like social un- 
rest in China, its labor market, and the 
high dependence on imports of advanced 
chips are a cause for concern to the coun- 
try, and may impede its growth in the 
ICT sector. 
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There are a host of problems that 
China needs to sort out in order to sus- 
tain its magical growth, in not just the 
ICT sector, but other sectors as well. So- 
cial unrest in China is a problem that the 
country is battling with to maintain the 
status quo in its various booming sectors 
that have an impact on its economical 
growth as well. As Rob Enderle affirms, 
*Social unrest is a problem for a number 
of regions, not just China; but how the 
Chinese government handles its own in- 
ternal issues is already having an im- 
pact on their revenues. Should it get 
worse you would expect foreign firms to 
pull back from the country's products 
and services in a variety of areas, not just 
m^" 

China's overall trade deficit in cir- 
cuit-board components increased to 
nearly $62 bn the previous year. Accord- 
ing to the OECD report, China still de- 
pends heavily on imports for the micro- 
chips and components it needs to feed its 
flourishing hardware manufacturing in- 
dustry. This dependency on other coun- 
tries has to change if China is to survive 
in the long run as the largest IT goods 
exporter. Also, China, trying to impose 
its own technology standards on its con- 
sumer products that include cell phones, 
digital photography and wireless net- 
works, is widely perceived as a strategy 
to dominate the global market for IT 
goods. 

The trade barriers applied by the 
western countries on China on the 
transfer of the so-called dual-use tech- 
nologies, which can be used for both ci- 
vilian and military ends, also act as an 
impediment to China's progress. Rick 
Fisher, Vice-President of the Interna- 
tional Assessment and Strategy Cen- 
ter, Washington said, "The People's 
Liberation Army is moving very 
quickly to adopt practically every infor- 
mation-related aspect of military tech- 
nology that the US is pursuing at this 
time." The OECD report could further 
intensify fears among some critics that 
China's urge to build a powerful 
information technology and consumer 
electronics sector could have 
far-reaching military consequences for 
the US. 


The road ahead 

The meteoric rise of China in the IT 
goods sector proves the progress that the 
country has made in its long-term plan 
to advance the capacity of its manufac- 
turing, which would ultimately aid it in 
becoming an economic superpower. Its 
Asian counterpart, India, though mak- 
ing tremendous progress in the software 
services industry, is no match for the 
dragon as far as hardware is concerned. 
As Rob Enderle opines, “India isn’t en- 
joying the same level of massive infra- 
structure build-up which is likely going 
to be a long-term competitive problem 
when competing with China. 

On the other hand, India’s Govern- 
ment appears more progressive and is 
currently not seen as large a potential 
security threat as China.” Enderle fur- 
ther adds, “India needs to increase its 
level of investment in people and infra- 
structure so it can match China’s re- 
sources better and ensure local stability 
so that people can trust businesses in 
the region to perform.” The poor infra- 
structure in India is a major hindrance to 
its development as a hardware manu- 
facturer. China wins hands down on this 
front and, thus, attracts major chunk of 
foreign investments into this sector. 

However, the Chinese government 
needs to focus on issues like intellectual 
property right violations and security 
issues since many of these concerns are 
enough to prevent the purchase of many 
high cost IT products from China. Also, 
China needs to solve the problem of so- 
cial unrest and has to maintain reso- 
nance in the labor market. As Enderle 
concurs, “China’s fortunes will probably 
wax and wane along with the concerns 
surrounding their government.” There- 
fore, it remains to be seen whether the 
dragon land is able to sustain its supe- 
rior position and the record explosive 
growth it is witnessing now in the tech 
and electronic goods. As for now, China 
is successfully moving up its value 
chain from manufacturing simple 
goods like toys, etc., to quality high- 
tech goods. «^ 


N Janardhan Rao 
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B TECHNOLOGY 


e-Paper 


Entering Practical Use 





After languishing in the research labs for more than 30 years, e-paper is all 


set to enter into our everyday lives. 


you imagine a library of more 
than 500 books of at least 250 
pages each fitting neatly in just 


one sheet of paper? Or can you think of 
changing your old wallpaper just by click- 
ing a button or wearing a T-shirt that can 
change its display message according to 
your mood, or watch your favorite DVD 
on a screen that is foldable. Call it sci- 
ence fiction or a weird dream; this is 
what the promising new, yet not-so-new, 
technology, electronic paper or e-paper, 
has to offer. The technology is witnessing 
renewed interest from companies and is 
all set to enter our everyday lives. Big- 
wigs of the tech world are coming forward 
to use e-paper in a variety of products, 
including watches, DVD players, 
laptops, PDAs, shelf-price tags in super- 
markets, etc. Few companies like Sony, 
Hitachi, and Fujitsu have already 
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launched their products that use e-paper 
technology and many are in the line. Not 
just manufacturers, even the users are 
excited about the possible applications 
of the digitalized paper. Analysts say 
that e-paper has the potential to pave 
the way to a near “paperless world”—a 
world where there will be no piles of files 
in offices, no stacks of books in schools 
and colleges, and no magazines and 
newspapers that will fill the recycle bin 
after being read. Just one single sheet of 
“programmable” paper will replace all. 


Best of both worlds 

The idea of e-paper was conceived way 
back in the 1970s to overcome the basic 
drawback of pulp-made paper— while the 
real paper is cheap, flexible, storable and 
portable, it is static and is not electroni- 
cally updatable. Although the data on 


computers can be updated, they consume 
a lot of power and are hardly portable. 
Another major disadvantage is that the 
computer monitor uses a backlight tech- 
nique that makes it hard to read in direct 
sunlight. Laptops, PDAs, calculators, mo- 
bile phones and almost all modern elec- 
tronic devices suffer from the same draw- 
back. Researchers had envisaged a device 
that will offer the best of both worlds, and 
years of research has resulted in today's 
e-paper. The modern-day paper has all 
the reflective properties of traditional pa- 
per along with the much-desired feature 
of being updatable. It makes images vis- 
ible by reflecting light and is comparable 
to the traditional paper in weight and 
thickness and is also foldable. Electronic 
paper is especially useful to use on curved 
surfaces where conventional displays 
cannot be used. It can also be used in con- 
junction with mobile devices to result in 
an easy-to-read portable display device. 
Heeday Danjo, Manager, R&D division of 
Toppan Printing, one of the leading play- 
ers in the e-paper technology, says, "elec- 
trophoretic electronic paper technology 
has features like paper-like readability, 
ultra-low power consumption (power is 
only drawn when updating the image) 
and slim & light form factor. Each feature 
has real world advantages of sunlight 
readability, less dependence on batteries 
(smaller battery or longer life) and poten- 
tial to be constructed on film". 

The advent of e-paper has made the 
static displays like newspapers, bill- 
boards, books, and even T-shirts interac- 
tive. What makes the e-paper strikingly 
different from the conventional displays 
is that it is extremely low on power con- 
sumption. The device consumes power 
only when the image is changed. Once the 
image has appeared, it can stay on for any 
number of hours, even if the power supply 
is removed. This feature makes it ideal 
for displaying advertisements, notices 


e-Paper 
ar i E RENATO RONDE EN ul. 


and other information in public places. It 
is also being used to display point-of-sale 
billboards and price tags of products in 
supermarkets and is expected to dra- 
matically change the way companies 
communicate to their consumers. Many 
e-paper manufacturing companies are 
aggressively targeting this section of the 
market and are reaping golden harvests. 
Further, e-paper has already entered the 
newspapers markets and is being suc- 
cessfully implemented. Since the devices 
which use e-paper technology require no 
backlight, or constant refreshment of the 
screen, readers have a hassle-free experi- 
ence and are less fatigued. 


Expanding array of applications 
There have been practical applications of 
e-paper in the past. However, they have 
been limited to a few products. Also, only a 
small number of companies manufac- 
tured products that used e-paper technol- 
ogy. They had drawbacks like the “after- 
images", which occurred even after the dis- 
play image was replaced by a new one. The 
old image was faintly visible for a few sec- 
onds after a new image appeared on it. 
Moreover, the e-paper was not foldable 
and it was slightly thicker when compared 
to the traditional paper. Such drawbacks 
held back many companies from betting 
heavily on the new technology. However, re- 
searchers have been successful in evolving 
the present-day e-paper that has done 
away with all these disadvantages. 
e-Paper is believed to have huge po- 
tential in the electronic gadgets segment. 
Equipment manufacturers have been 
working closely with the e-paper produc- 
ers in order to get it tailor-made to suit 
their needs. Seiko has launched the first 
e-paper-based watch in March 2006 
where E-Ink Corporation supplied it with 
the required type of e-paper. Another 
company, Philips Research, has been try- 
ing to play video on e-paper. Sony has re- 
leased Sony Reader that will store thou- 
sands of pages of literature in a light- 
weight, attractive package. Fujitsu has 
developed the world's first color e-paper 
with image memory function. The spe- 
cialty of this hi-tech paper is that it is 
bendable without affecting the colors or 
distorting the image—the first of its kind. 


- Heeday Danjo 
Manager, R&D division 
of Toppan Printing 


Another company, Xerox Palo Alto Re- 
search Center of US, the pioneer of the 
technology, has helped a startup company 
in the region to sell message-board-sized 
electronic-paper displays. 

Siemens has developed a cheap form 
of e-paper and is confident that the tech- 
nology will transform the consumer-goods 
packaging from today's paper cartons 
with static messages to a digital medium 
of graphics and text that displays prices, 
special offers, etc. Quantum Paper, a 
Michigan-based firm, claims to have 
made a breakthrough in e-paper printing. 
It has developed a technology that will 
enable it to produce electronic displays on 
conventional paper surfaces. The tech- 
nique, it believes, may one day allow the 
newspaper to get updated automatically, 
on a real-time basis, without requiring 
separate devices. Apart from these appli- 
cations, e-paper may be used in many less 
obvious applications. One such applica- 
tion, for instance, could be smart cards. 
Also, it is increasingly being considered 
as a display screen for Notebook PCs 
since it can save about half of the power 
that is used for displaying the contents 
only. And, it can also enhance readability 
outdoors. e-Paper is also eyed for possible 
use in home applications and toys. A 
flurry of activity is apparent in the adver- 
tising industry with the e-paper providing 
interactive, power-efficient displays. 

Speaking about the potential of e-pa- 
per, Heeday Danjo says, “Electronic pa- 
per has the potential to be used anywhere 
where currently paper and computing 
overlap and more. The adoption of Elec- 


tronic Paper goes hand in hand with the 
ubiquitous availability of digital infor- 
mation. In the era of truly ubiquitous 
computing, its features will enable a new 
abundance of information displays that 
are non-obtrusive and can be put on many 
more devices. It is truly a *calm" technol- 
ogy that Mark Weiser described (he 
coined the term ubiquitous computing)” 
He further adds, “Electronic paper could 
enable a killer-app, much like computing 
and networking-enabled e-mail and Web 
browsing, undisputable killer apps—we 
are not there yet. Electronic paper will fill 
a large void in between paper media and 
existing flat panel displays, taking a 
small portion of both, but coexisting with 
them. It will make our lives more conve- 
nient and richer by bringing Information 
Technology more accessible in real life." 
Though the technology has made sig- 
nificant improvement in recent times, it 
still has certain pros and cons, and is yet 
to evolve to fulfill all the demands of 
equipment manufacturers. For instance, 
white dot displays and color displays are 
not flexible enough to be used for many 
consumer electronics. The refresh rates 
of e-paper are supposedly slow. Also, 
e-paper does not offer a very good resolu- 
tion when compared to a computer moni- 
tor. Moreover, the cost is higher (as com- 
pared to traditional paper) and the abil- 
ity to display color images is limited, and 
flexible TFT arrays to enable film-based 
e-paper displays are still in develop- 
ment (expected to be commercialized in 
2008). Owing to these factors, it might 
take a while before we see the full poten- 
tial of e-paper, even as the manufactur- 
ers are working on the technology to re- 
fine it further. Toppan Printing, for in- 
stance, expects the cumulative unit ship- 
ments to hit the one million mark early 
next year. Many companies are exploring 
other benefits of e-paper that go beyond 
cost-efficiency. With all its existing ad- 
vantages and potential benefits, e-paper 
is sure to move from a niche technology to 
become a mainstream technology and 
make deep inroads into our lives. a) 


D Satish 
and Smitha Deshpande 
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Consumer Durables Industry 


Diversify or Die 





The consumer durables industry faces a tough time amidst shifting 


consumer preference. 


— 





Companies cannot afford to be de- 
pendent on a single category to ensure 
future growth and to take on growing 
competition. 

— Bharat Gothoskar, 
Godrej Appliances 


oday, neither mama's magic nor 

those celebritv-endorsed com- 

mercials can propel the sales of 
consumer durables. Or, that's what the 
latest findings by ORG-GFK seem to 
suggest. More worrying is the fact, bar- 
ring the refrigerator segment, all the 
major segments of the industry wit- 
nessed a slide in growth from double 
digit to single digit over the previous fis- 
cal. For instance, the washing machine 
segment reported just 3.9% increase 
compared to 17% during FY05 while 
CTV reported a mere 7.796 growth 
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against 17% during the same period. Re- 
frigerator segment, which emerged as 
the only saving grace, clocked a growth of 
7.7% from 5.7% during the period, as the 
report by ORG-GFK highlights. This dis- 
appointing performance comes amidst 
some rosy projections by organizations 
like FICCI and CII. But what is ailing 
the industry? 


Shifting consumer preference 

A major reason for the lackluster per- 
formance of the consumer durables in- 
dustry is the shifting consumer prefer- 
ence. And technology is the biggest fac- 
tor influencing that shift. According to 
the industry experts, consumer buying 
preferences are changing and moving to- 
wards high-end categories. This means 
that the companies which are slow to 
catch up with the latest technology 


would risk losing market share and in 
extreme cases their very survival (re- 
member yesteryears TV makers like 
Optron, Oscar, Nelson, etc.) "In the field 
of technology, companies will have to 
continuously think what the next wave 
will be and how one can ride on that. It's 
also equally important to work on a 
strong bargaining power with the 
trade", commented D Shivakumar, Ex- 
ecutive Director and Vice-President, 
Philips India, in a recent interview with 
a leading business daily. Another fac- 
tor that is impacting the industry play- 
ers is their small product portfolio. The 
problem is that in today's rapidly 
changing technology environment as 
consumers shift their preference from 
one product to another (like from 
curved TV to Flat TV, or from Flat TV 
to LCD TV), a player with a small prod- 
uct portfolio will find it difficult to sur- 
vive. BPL is a case in point. BPL, which 
once ruled the consumer electronics 
roost, began to lose its market share in 
the wake of onslaught from tech-savvy 
Korean giants like LG and Samsung, 
as they were quick to introduce the lat- 
est technology-based innovative prod- 
ucts in the market. Godrej, which tradi- 
tionally has been an appliance maker, 
has also suffered on account of its 
small product portfolio. In fact, the re- 
alization that diversification holds the 
key to future growth, has seen most of 
the players getting into overdrive. For 
instance, Godrej is getting into TV and 
DVD manufacturing; Mirc Electronics 
(the maker of Onida brand of TVs) has 
already diversified into washing ma- 
chines and air conditioners. This may 
force others like Philips and Whirlpool 
also to reconsider their strategies. 
Another important factor that is 
making specialized players to revisit 
their strategy as reported by The Eco- 
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nomic Times is the growing importance 
of modern retail formats. It adds, “It 
has also necessitated the need to have a 
wider product portfolio to ensure higher 
bargaining and shelf power”. It also 
says that Indian players can learn from 
their Chinese and Korean counterparts, 
as they have benefitted immensely 
from their mall presence ably sup- 
ported by their larger product basket, 
which helps strengthen the brand im- 
age in the eyes of the consumer. “It is 
essential to have a wider bouquet for 
bcth consumer electronics and appli- 
ances to get a better trade deal. Also, 
since the sales of these products are 
seasonal, one can push the alternate 
category, put resources to use, ensure 
cash flows and also keep employees 
motivated", the paper quoted Gulu 
Mirchandani, CMD of Mirc Electronics, 


as saying. 


Changing scenario 

Driving consumers towards products 
which were once considered luxury items 
but now a necessity is the changing 
lifestyle fueled by rising income levels in 
the country. With increasing disposable 
incomes, the demand for high-end prod- 
ucts such as ACs, Plasma and LCD TVs, 
Camcorders, etc., has increased consid- 
erably. The trend has also been facili- 
tated by the easy availability of finance. 
Concurring with it, Bhuwan Singh, Di- 
rector (Client Service), ORG-GFK, ob- 
serves: “Easy availability of finance and 
prevalence of nuclear families are lead- 
ing to the growth of high-end categories 
such as LCD/Plasma TVs." An increas- 


ae 

Driving consumers 
towards products which 
were once considered 
luxury items but now a 
necessity is the changing 
lifestyle fueled by rising 
income levels in the 
country. 
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What factors do you attribute to the lackluster growth of the 
indian consumer durables industry, particularly white 
goods segment? 

Indian consumer durables industry has not really 
grown fast, but the growth has been higher than 
other sectors such as FMCG. 

We feel that this sector shows a promise to grow at 
a higher clip as household penetration levels re- 
main y low, especially in the hinterland. 
Some of the segments which have shown very high 
growth are Flat TVs, DVD players and mobile 
handsets. 

Our assumption is that these categories have gar- 
nared kigher share of wallet se compared to white goods sath ab rethigeratore 
and washing machines. 


Bhuwan B Singh, 
Director (Client Service), 
ORG-GFK 





What impact will the planned price hike by some leading players have on the already sagging 
sales? 

We understand that this would definitely have a negative impact on the sales of 
white goods. Consumer sentiment is likely to remain low in the coming months. 
Price erosion hasn’t happened for these categories as that for brown goods. 
Manufacturers have been trying to push for value proposition through capacity 
upgradation, but we think this strategy hasn’t really worked. 


What strategies will the durable majors follow to boost sales? 

We feel that manufacturers would go for more dealer incentives rather than 
consumer schemes, to draw on economies of scale. 

Cross-product bundling may be another answer during the coming festival sea- 
son. Companies which have multi-product portfolios would benefit in this sce- 
nario to enable bundling of various products. 


Do you think co-branding or tie-ups such as Samsung's Video and Tata Indicom are an 


answer for lackluster performance? 
As of now we do not have any empirical data to corroborate this phenomenon. 


Is there any shift in consumer behavior which explains this trend? 
Consumer expenditure trend shows a definite shift towards purchase of “show 
off items” such as mobile handsets. 

This process is more prevalent in lower town classes, which could have led to 
higher penetration level of consumer durables. 

Easy availability of finance and prevalence of nuclear families is leading to the 
growth of high-end categories such as LCD/ Plasma TVs. 


ing demand for the high-end categories 
does not mean that the demand for the 
low-end categories has completely van- 
ished as there is considerable demand 
for these categories in the rural and 
semi-urban areas. However, this seg- 
ment is largely dominated by smaller 


players like Texla and Bush, eating 
away the market share of the major 
players like Philips. All this means 
that if the big players have to stay in 
the race they have to cast their net wide 
just like what Sony and Samsung have 
done. 





Winners’ 

Indeed, domestic players can take a 
leaf or two out of the book of the Korean 
chaebols like LG and Samsung who 
now rule the roost in the domestic con- 
sumer durables market. These firms’ 
major hallmark is their single-minded 
focus on technology and product inno- 
vation and their ability to understand 
the Indian consumers’ pulse (espe- 
cially the urban segment). For in- 
stance, LG emphasized on the 
“healthcare” platform—it incorpo- 
rated the Neo Plasma Technology in 
ACs, which is much effective in de- 
stroying bacteria than the conven- 
tional methods. Samsung has empha- 
sized on nano technology platform to 
gain mindshare and market share. 
R Zutshi, Deputy Managing Director, 
Samsung India, commented in an in- 
terview, “Product innovation, technol- 
ogy and design continue to be a thrust 
area for Samsung and that is the rea- 
son Samsung products continue to be 
highly differentiated both in terms of 
their features and design.” 

Design is another area which gives 
MNCs like LG an edge over Indian ri- 
vals. “Consumers demand products 
that are not only functional but also 
have a futuristic design and sleek looks 
to match their home interiors. In such a 
scenario, it has become imperative for 
companies to take product design seri- 
ously”, commented Girish V Rao, Vice- 
President, Sales and Marketing, LG 
India, in an interview with Business 
Standard. LG has introduced 33 new 
refrigerator models so far in India. 
Samsung, LG’s compatriot and a ma- 
jor competitor, has also derived its suc- 





With the i raw 
material cost, the 
companies have to hike 
the prices of the 
products and this could 
have an adverse impact 
on sales. 


cess from its focus on design aspects. 
The company keeps track of its con- 
sumer tastes and sends the feedback 
as inputs to its design centers, which 
are located in six different locations 
across the globe—London, Rome, Los 
Angeles, San Francisco, Shanghai, 
and Seoul. Customization is another 
factor which has helped these MNCs a 
lot. In fact, a few of LG’s products are 
designed specifically for Indian 
consumers. 

Another factor that helped these 
global giants is the fact that they have 
launched their contemporary models, 
be it washing machines with a new 
technology, or the Flat Screen TVs, in 
India along with their global launch. 
Their high advertising expenditure 
has further added to this strategy. LG 
in its early days in India spent Rs. 110 
cr on advertising and raised it further 
to Rs. 225 cr by 2003, whereas, 
Samsung in 2003 spent Rs. 100 cr 
from Rs. 80 cr during 2001, thus mak- 
ing them the biggest spenders in the 
industry. 


Going ahead 

India is an under-penetrated market 
and there is a wide scope for companies 
to diffuse and establish. There are 
many potential areas where the compa- 
nies can widespread. However, one fac- 
tor that could play spoilsport is cost. 
The cost of transportation and the cost 
of service are much higher than the prof- 
its earned from those areas. Here, the 
smaller players have taken an initia- 
tive and are well-established. *We feel 
that this sector shows a promise to grow 
at a higher clip as household penetra- 
tion levels remain abysmally low, espe- 
cially in the hinterland", says Singh. He 
suggests another solution to the indus- 
try which depends heavily on the festi- 
val seasons to drive its growth. He says, 
“We feel that manufacturers should go 
for more dealer incentives rather than 
consumer schemes, to draw on econo- 
mies of scale." Singh further adds, 
"Cross product bundling may be an- 
other answer during the coming festival 
season. Companies which have a multi- 
product portfolio would benefit in this 
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scenario to enable bundling of various 
products." ' 

However, going ahead, the prob- 
lems would only surmount for the in- 
dustry owing to rising input costs. With 
the increasing raw material cost, the 
companies have to hike the prices of 
the products and this could have an 
adverse impact on sales. “We have 
been trying to absorb these rising input 
costs for long but the trend is on a con- 
stant rise and we have reached at a 
level where absorbing cost internally 
seems to be a tough proposition," said 
Anil Arora, Business Group Head, Re- 
frigerators, in an interview with The 
Hindu Business Line. Already compa- 
nies like LG and Mirc Electronics have 
announced a price hike of 4 to 796 for 
refrigerators, washing machines, and 
ACs. Samsung too has hiked its prices 
by 4%. “This would definitely have a 
negative impact on the white goods 
sales. Consumer sentiment is likely to 
remain low for coming months”, reck- 
ons Singh. 

Looking ahead, the growing imports 
and the moving of retailing into an orga- _ 
nized sector are the major threats to the 
consumer durable companies. Already, 
retailers like RPG are importing con- 
sumer electronic goods, posing a threat 
to the domestic players. How the do- 
mestic firms will face this challenge re- 
mains to be seen. /) 

Amit Singh Sisodiya 
and Kavitha Putta 
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Contract Farming 


Gathering Pace 





The second phase of the Green Revolution is just gaining momentum. 





ood retailing is growing at a rate 
of 30% every year. By the year 
2020, India will be the world’s 
fourth largest retail food markets. The 
corporate giants are aggressively working 
on creating a foothold in this business by 
integrating backwards and operating on 
the entire value chain. This is being ac- 
complished through “Contract Farming”, 
a rising trend where the farmer enters into 
a contract with the company. What’s more, 
analysts say the trend is here to stay. 
Prof. M S Swaminathan, father of 
Green Revolution, says that contract 
farming is not new in India. It has been 
prevalent for a long time, for instance, in 
the case of sugarcane farming. He adds 
that contract farming has immense po- 
tential in case of niche crops and for hor- 
ticulture produce to be subject to value 
addition. So also Prof. Sukhpal Singh, 
IIMA, Expert Advocate for Contract 





Farming, says, “Contract farming prior 
to 2000 was more by default than by 
design. The APMC Act of 2003 imple- 
mented it, and the tenth plan men- 
tioned its need. Today, mandis are be- 
ing privatized and private markets are 
being set up.” 

RPG's Sanjiv Goenka, not content with 
FoodWorld's success, is steering contract 
farming down south in Tamil Nadu, and 
aims to reach all four regions of the country. 
Reliance Industries Limited is also plan- 
ning to establish contract farming in 
Himachal Pradesh. Telecom major Bharti 
has already entered the contract farming 
field with a venture named FieldFresh. 
The soft drinks giant PepsiCo has con- 
tracts with nearly 2,000 farmers to grow 
corn, basmati and potatoes. Other com- 
panies like Tata, Mahindra’s MSSL, Big 
Bazaar, HLL, DCM Shriram, 
McDonald's, etc., are already in the fray. 


Most opportune time 

While the contract farming trend is. fast 
catching up in both developed and develop- 
ing countries, it's the most opportune mo- 
ment for India to seize the opportunity. 
But, India has a long way to go— Indian 
produce does not meet the prescribed 
WTO standards. Here, contract farming 
can improve the quality ofthe produce. The 
corporate sector again has no other option 
but to go for contract farming because of 
the government regulations. Prof. Singh 
says that "Indian laws under the Land 
Ceiling Act do not permit companies to 
undertake farming as a business. The 
farming practice, therefore, needs a new 
kind of coordination. Hence, contract farm- 
ing is the most logical solution without the 
corporatization of farming activities." 

In 1989, PepsiCo started a tomato 
processing plant in Punjab, but the toma- 
toes from the farms were not up to the 
international standards for making 
ketchup; they did not have any value addi- 
tion either. Further, neither a logistically 
efficient nor any procurement model ex- 
isted. The company could improve the 
situation with contract farming as the 
only solution. The Indian post-harvesting 
drawbacks necessitate contract farming 
further. While India is the largest pro- 
ducer of vegetables and the second largest 
producer of fruits, a whooping 750 million 
tons is lost due to *inadequate post-har- 
vest technologies and infrastructure". 
The cumulative wastage amounts to 40% 
or a stupendous Rs. 76,000 cr, of which 
vegetables and fruits alone 
account for Rs. 30,000 cr. The farmers 
have no other option, as they cannot in- 
vest in infrastructure, which is too huge 
an investment. Neither the government 
nor NGOs are able to fill in this require- 
ment. The large number of small farmers 
can be aided by firms investing in supply 
chain infrastructure. 
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Challenges in Indian contract 


farming 

The farmer and the contractor need each 
other's support; even if one of them de- 
faults, the contract is nullified. In spite of 
several inputs being given by the com- 
pany. the farmer may not produce the pre- 
requisite quantity or quality of yield. 
Also, the farmer may abruptly end the 
contract if he finds that the produce gives 
him higher returns in the open market 
(with no value addition). Farmers may 
alsc engage in subcontracting their work 
or may fail to pay back inputs taken on 
credit. 

Companies too may default on sev- 
eral grounds. A company may exploit the 
monopoly it enjoys, being the sole pur- 
chaser of the farmer’s produce. It may 
turn down the produce on quality grounds 
or may undervalue the farm. Companies 
might have unrealistic expectations, if 

market problems like entry of a competi- 
tor, political issues, civil unrest or cur- 
rency valuation exist. They may have to 
unrealistically alter the quota to be pur- 
chased. “The main issue to be taken care 
of is that contract farming presents a win- 
win proposition for all. To this end, a code 
of conduct may be introduced for contract 
farming,” says Prof. Swaminathan. 

Yet another challenge is that 80% of 
Indian farmers have very small land 
holdings—a mere one-and-a-half to two 
hectares of land. It becomes difficult for 
companies to enter into contracts with 
such farmers. The small farmers cannot 
comprehend price movements, market 
forecasting, spurious pesticides, or even 
sustain themselves for future trading and 
contracts. Success of contract farming de- 
pends on a reasonable rate of return, 
which the companies are willing to share 
with the farmer. The eompanies can at 
least share half of the profits with the 
farmers which will render the farmers to 
be in a better off situation. Keeping this in 
view, reforms in Indian agricultural sec- 
tcr have been made to generate positive 
contractual relations and to establish fo- 
rums which may help in better relations. 


Policy amendments 
Agriculture is a state subject with each 
state having different agricultural laws. 
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A step has been taken to integrate them. 
The Agricultural Produce Marketing 
Committee (APMC) is amended this 
year for integrating food laws of 14 
states. A code of conduct is suggested for 
the mutual benefit of farmers and com- 
panies in the contract. The policies 
amended empower smali farmers to en- 
ter into contracts. The National Federa- 
tion of Farmers is working to ensure a 
win-win situation for both producers and 
purchasers. It's a forum to discuss issues 
like protection of ownership rights, ways 
to preserve land fertility, importance of 
technology, etc. 

The companies also are asking for re- 
forms. There is no law that prevents 
farmers from defaulting and therefore, a 
dispute redressal mechanism is needed. 
They also opine that the government 
should facilitate power and telecom, and 
impart certain technical knowledge to 
farmers. Moreover, some policies 
dampen the spirits of companies. In 
some states, the government is taking a 
third-party role in the contracts to per- 
haps protect the interest of the farmers 
and strengthen their position. 

Prof. Sukhpal Singh of IIMA, Analyst 
in Contract Farming, says, “Agriculture 
Produce and Marketing Committee rep- 
resents the government to enter into a 
unique tripartite agreement with farm- 
ers of Gujarat and the contracting com- 
pany but the experience proved unsuc- 
cessful. Minimum Support Price (MSP) 
for about 40 crops does not permit con- 
tract farming on a large-scale basis, 
which leaves only a few cash crops suit- 
able for contracting." 

Analysts say that instead of the 
government's intervention, a support 
mechanism like aid from banks and 
NGOs to facilitate contract farming will 
be helpful. SBI has taken up a positive 
move, in arranging Rs. 400 cr for contract 
farming in Maharashtra. ICICI Bank 
has tied-up with HLL and wheat farm- 
ers of Madhya Pradesh in this regard. 

Prof. Sukhpal Singh opines, “It’s 
best to leave the farmers and the com- 
panies in the contract to themselves; 
the government can only monitor or aid 
the activities. Intervention in the con- 
tract will not be successful, like in many 


cases in Punjab and Gujarat." In fact, 
there is no particular model regarding 
contract farming for India or any coun- 
try to follow because each contract var- 
ies due to the environmental and socio- 
economic issues. 

Finally, the contract farming model 
boils down to building a mutual relation- 
ship between the farmer and the corpo- 
rate company. For instance, Rallis Kisan 
Kendra's contract farming in North 
India was successful only because it 
could gain farmers' confidence. 


Synergy to all stakeholders 

In contract farming, all the stakeholders 
are benefitted. Both parties in the con- 
tract are ensured quality production, risk 
reduction and political authentication. 
The farmer concentrates on supplying 
quality produce to the company, devoid of 
market risks. The company on its part 
provides farmers with superior inputs: 
Quality seeds, new technology, farming 
equipment as well as facilitates market- 
driven organic farming. The quality raw 
material from the company is then mar- 
keted profitably. Specialized work leads 
to economies of scale. Apparently, the 
company shares the profits with the 
farmer as per contracted percentage. This 
is normally higher than what the farmer 
can earn independently. 

According to the Food and Agricul- 
ture Organization (FAO), HLL's contract 
farming resulted in 6496 higher yields by 
the farmers, which was shared mutually. 
PepsiCo's farming contract saved 20- 
30% yields, which was split in half with 
the farmers: that actually doubled their 
incomes! Further, the end consumer was 
also benefitted due to a 10% saving on 
supply chain efficiencies and economies 
of scale. Large-scale operations and in- 
creased savings are indeed huge tempta- 
tions for the companies to vie aggres- 
sively for creating a foothold on the 
farms. As of now, Indian firms have 
plans to sell the produce in the Indian 
markets and enter the more rewarding 
global markets later. /^ 


D Satish 
and Medha Chintala 
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Emerging Markets 


Turbulence in Turkey 





Turkey, which until now was one of the star performers amongst the 
emerging markets, suddenly saw its fortunes fall as the melt down in the 
global financial markets hit it hard. However, local issues are more to be 


blamed for the market mishap. 








ntil recently, emerging markets 
were the hotbed of activity for 
foreign investors, as they 


pumped in billions of dollars, chasing 
stocks, bonds, and for that matter, assets, 
of all hues. According to an estimate by 
the US-based TrimTabs Investment Re- 
search, the US investors, both individu- 
als and hedge funds, so far invested close 
to $500 bn in emerging markets since 
2004. Amongst these markets, Turkey 
had emerged as one of the star performers 
with unprecedented political stability 
and fiscal prudence during the regime of 
mildly Islamist Prime Minister, Recep 
Tayyip Erdogan, who boosted investor 
sentiment. This propelled ISE’s 
(Istanbul Stock Exchange) benchmark in- 
dex, National 100, to gain a massive 
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400% between October 2002 and Febru- 
ary 2006; it jumped from 10,370 in 2002 
to 47,015.88 by the end of February 2006. 
As the country’s economy grew and talks 
of accession to EU gathered pace, it bol- 
stered the investor sentiment further. 
The country was marching ahead un- 
til foreign investors decided to pull the 
plug. As a result, the country’s stock mar- 
ket has seen a reversal in its fortune 
since March 11, after being the hardest 
hit among the emerging markets. Since 
then the stock market has lost heavily; it 
lost close to 28% in the last four months 
after touching the historic high of 47,016 
in February this year, as a string of bad 
news made investors jittery. First, it was 
the crash in lira, Turkey’s currency, which 
in May alone, plunged by as much as 17% 


against the US dollar. A recent upsurge 
in inflation only dampened the market 
sentiment. The inflation rate which was 
under control since 2004 rose unexpect- 
edly to 8.8% in April, and then to 9.9% in 
May. And even before investors could di- 
gest these developments, the concerns 
about Turkey’s current account deficit, 
which was showing an increasing trend 
since 2004 and had touched $25 bn in 
April 2006, grew. Although many ex- 
perts rule out the worry on current ac- 
count deficit front as the reason behind 
the recent outflows which have halted 
the bull run, they do suggest that if it 
becomes a trend, it may add to the vola- 
tility in the domestic market further. 

Nevertheless, this has given rise to 
concerns about the possibility of a crisis in 
the making, especially when the interest 
rates in the US head upward, which many 
analysts suggest could see investors di- 
verting their money from emerging mar- 
kets into the US equities. In fact, the cur- 
rent Bear Hug, which has affected several 
emerging markets, has even prompted 
many experts to compare it with the tech- 
stock bubble of the 1990s. However, 
brushing aside such fears, which evoke 
the memories of crises of 1994 and 2001, 
Ali Babacan, the Turkish State Minister 
for Treasury, said in a TV interview that 
though the foreign investment outflows 
from Turkey in May, this year, exceeded 
the amount withdrawn during February 
2001 crisis, its impact is less profound 
owing to factors like the robustness in the 
banking sector and a general atmosphere 
of confidence. “We fear no development 
unless we make concessions in the funda: 
mentals of the macroeconomic program” 
he told Channel 7. 


May mayhem 
It has been May mayhem for the emergin: 


markets across the globe as they wit 
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nessed heavy sell-off by foreign investors, a 
move triggered by unabated rate hike— 
sixteenth in a row—by the US Fed. This 
has added to the concern that the interest 
rates would move elsewhere as well and 
also that the US may continue its upward 
bias towards interest rates. According to 
estimates by the US-based research firm, 
Birinyi Associates, between May 9 and 
June 13, a host of emerging markets in- 
cluding India (down 32.44%), Brazil (down 
29.59%), Turkey (25.7%), Mexico (24.72%), 
and Chile (down 4.4%) lost heavily. The 
over-a-month-long bear hug has already 
cost investors a cool $2 tn! And though Tur- 
key has not been the biggest loser amongst 
the emerging markets, nonetheless, its 
stock market lost a hefty 25.7%, during the 
same period, which saw the listed compa- 
nies’ combined market capitalization fall 
sharply by a huge 39%, from $186 bn on 
May 9 to $113 bn on June 13. The investor 
sentiment has turned so negative that 
they are selling off even in commodities 
market, including gold and oil, as they fear 
that rising interest rates coupled with in- 
flation would derail economic growth. 
This is in contrast to the performance 
of emerging markets in 2005 when they 
turned in stellar returns. For instance, 
while S&P 500, a major benchmark in- 
dex, gained a meager 5%, in comparison, 
Morgan Stanley Capital International’s 
25-country Emerging Markets Index 
logged in a gain of a whopping 35%, dur- 
ing the year. While many experts suggest 
that the selling bout may subside, others 
say that a correction is healthy, given 
that stock prices shot through the roof in 





those markets. However, a section of ex- 
perts say that one can also not rule out 
country-specific issues which too have a 
bearing on market sentiment. For in- 
stance, in the case of Turkey, recent do- 
mestic developments may also have 
played a significant role in leading to the 
chaos in the Turkish markets, com- 
mented the Turkish Minister Babacan. 


Local issues hit hard 
Global rating agency, Fitch, recently 
noted that Turkey’s relatively large public 
and external debt and financing needs 
mean that it was always likely to be dis- 
proportionately affected by a shift in glo- 
bal sentiment. The agency pegs the 
country’s current account deficit at $28 
bn—the highest among emerging mar- 
kets. And the voices of concern have also 
been rising. “Alarm bells are sounding 
over the economy. Relations with the EU 
have soured over Cyprus... In short, the 
unprecedented financial and political 
stability ushered in by the government 
are starting to look vulnerable”, com- 
ments The Economist in one of its recent 
issues. This says a lot about the situation 
on the politicoeconomic front in the coun- 
try which looks anxious to embrace EU 
soon. And the criticism of Turkey's Prime 
Minister, Recep Tayyip Erdogan, has only 
been growing. Recently, he drew flack 
from International Monetary Fund (IMF) 
for nominating an ex-banker who made 
no bones while criticizing the Fund for 
reasons best known to him. The Fund, 
apart from criticizing the PM, also ex- 
pressed its disapproval of measures 
which involve slashing the value-added 
tax paid by textile exporters and also the 
decision to raise public sector wages. The 
Fund said that the two measures 
breached the terms of a $10 bn IMF credit 
line. The Fund has even refused to release 
the fourth tranche of $800 mn of its 
standby facility until the country adopts a 
social-security reform as promised; ex- 
perts say that IMF's assistance is critical 
just when markets were becoming more 
volatile. The IMF advised the Turkish 
government to cut back spending by up to 
$3 bn to offset its current account deficit. 
Experts aver that the high level of 
Turkey's public debt makes its economy 


fragile. The problem gets worsened fur- 
ther if one looks at its inflating current 
account deficit. The country which de- 
pended, till recently, heavily on a growing 
tourism sector got hit badly after the out- 
break of bird flu early this year, and saw 
a drop in tourist inflows. 

Durmus Yilmaz's (current Central 
Bank Governor) admission that it would 
not be possible to meet the 5% year-end 
target of inflation rate has come as a 
major setback for the government which 
is facing an election within the next one- 
and-a-half years. According to analysts, 
the ruling government is expected to 
trumpet Turkey's economic turnaround. 
But analysts said this might become 
less credible if there were a sharp eco- 
nomic slowdown next year. “The Turkish 
authorities need to act prudently to 
shore up market confidence and prevent 
recent market turbulence from develop- 
ing into something more serious that 
could knock the country off course," 
warned Edward Parker, Head of Fitch's 
Emerging Europe Sovereign team. “The 
government also needs to maintain fis- 
cal discipline and do what it can to avoid 
political shock", he added. 

To gain international confidence, the 
country's central bank in June's first week 
increased interest rates by 175 basis 
points in order to prevent free fall of Turk- 
ish lira. The bank also hinted that rate 
hike would continue so as to achieve the 
dual objective of keeping inflation in 
check and containing the volatility of the 
lira. “If the global appetite for risk contin- 
ues to reduce and funds continue to leave 
emerging markets, the central bank will 
not hesitate to make the necessary policy 
response to control medium-term infla- 
tion expectations", said a statement by 
the central bank. It remains to be seen 
how these measures deliver and how fast. 


Hope floats 

Asofnow, noonethinks Turkey is anywhere 
close to its precarious position in 2001, 
when its economy shrank by around 7% and 
the country flirted with debt default, com- 
mented Zaman, Turkey's leading newspa- 
per. In fact, some even feel that any correc- 
tion in lira would be good for the economy, as 
it would help curb import and prune current 


Chartered Financial Analyst g July 2006 g 83 


LL 


Ter wares ee OMS OMVEEN vu. dens 





T 
4^ A 
, A Tsai i 


(US dollar-based price retum, YTD'as of March 31, 2006) 
| 


102006 2005 102006 | 102006 2005 102006 
Rank Rank Market Price return (%) | Rank Rank Market Price retum (96) 
1 77 Venezuela Stock Market Index 514 40 24 Czech Republic Prague SE Index 8.5 
2 51 Morocco Casablanca SE Index 35.3 41 68 Thailand Bangkok SE Index 84 
3 20 Matta SE Index 33.9 : 

4 7 Russia RTS Index 27 5 42 11 Turkey Bs National 100 Index 84 
5 32 Peru Lima General Index 25.9 43 38 Chile Santiago SE IPSA Index 83 
6 44 — China Hang Seng Enterprise Index 257 44 61 Europe Dow Jones Stoxx 50 Index 74 
7 40 Croatia Zagreb SE Index 25.3 45 62 FTSE 100 Index 74 
8 49 Indonesia Jakarta Composite Index 22.5 46 1 Egypt Cairo CASE index 74 
9 73 Portugal Lisbon PSI-20 Index 222 47 39 Bulgaria SOFIX SE Index — 70 
10 35  Nonway Oslo OBX Stock Index 217 48 28 Canada S&P/TSX Composite Index 7.0 
11 15 Brazi BOVESPA Stock Index 213 49 42 Switzerland Swiss Market Index 6.8 
12 21 Mumbai SENSEX 30 Index 21.2 50 33 Japan Nikkei 225 Index 6.3 
13 18 Ukraine PFTS Index 21.0 51 60 Hong Kong Hang Seng Index 6.2 
14 53 Finland OMX Helsinki 25 Index 20.9 52 69 US NASDAQ Composite Index 6.1 
15 4 Lebanon BLOM SE Index 19.6 53 71 Malaysia Kuala Lumpur Index 5.7 
16 14 Pakistan Karachi SE Index 19.5 54 16 Mexico BOLSA Index 53 
17 46 Luxembourg SE LUXX Index 17.6 55 30 Japan TOPIX Index 52 
18 75 China Shenzen Composite Index 16.8 96 50 S&P Australian SE 200 Index 5.2 
19 3 Columbia IGBC General Index 16.3 57 43 Slovak Share Index 4.0 
20 26  FTSE/JSE Africa All-Shares Index 15.9 96 66 US S&P 500 Index 37 
21 23 Austria Vienna SE Index 157 59 72 US Dow Jones Industrial Avg. 3.7 
22 41 Greece Athens SE General Index 154 60 37 Denmark Copenhagen Share Index 3.0 
23 47 Argentina MERVAL Index 14.5 61 13 Korea SE KOSPI Index 2.4 
24 55 France CAC 40 Index 136 62 25 Estonia Tallin SE Index 22 
25 67 Spain IBEX 35 Index 133 63 65 Taiwan TAIEX Index 21 
26 48 Germany DAX Index 132 64 5 Saudi Arabia Tadawul Index 2.1 
27 56 Belgium Brussels SE Index 13.1 65 22 Lithuania Vilnius SE Index 0.3 
28 54 Sweden OMX Stockholm 30 index 13.0 66 63 New Zealand Exchange 50 Index -0.5 
29 74 China Shanghai Composite Index 12.6 67 59 Nigeria SE All-share Index -0.8 
30 64 Ireland Overall Index 12.4 68 76 Slovenia Ljubljana SE Index -1.7 
31 58 Bloomberg European 500 116 69 27 Israel Tel Aviv 25 Index -29 
32 45 Singapore Straits Times Index 11.1 70 31 Bahrain All Share Index -3.6 
33 57 EMU DJ Stoxx 50 Index 10.5 7 12 Iceland SE Index -6.0 
34 52 Netherlands Amsterdam SE Index 10.1 72 19 Latvia OMX RIGA Index -6.4 
35 17 Oman Muscat Securities Mkt. Index 9.9 73 8 Kuwait SE Index -134 
36 70 Italy S&P MIB Index 9.0 74 6 Jordan Amman Stock Exchange Index -13.4 
37 36 Hungary Budapest SE Index 9.0 75 10 United Arab Emirates Abu Dhabi Index -13.9 
38 34 Philipines SE Composite Index 87 76 9 Qatar Doha Securities Index -19.2 
39 29 Poland Warsaw SE Top 20 Index 8.5 77 2 Dubai Financial Market Index -31.5 


Source: Global Quarterly Chartbook, Bank of America, Bloomberg 


account deficit. Luckily for the country, even 
amidst the gloom, there are some reasons 
to cheer about. The country just witnessed a 
budget surplus of $2.7 bn in May and the 
primary surplus—the budget balance be- 
fore interest expenditures—was already 
more than half-way towards a year-end tar- 
get agreed with the International Monetary 
Fand; the primary surplus figure reached 
$9.4 bn, an increase of 36.9% compared to 
the same period in 2005. Kemal Unakitan, 
Turkey's Finance Minister, urged local in- 
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vestors to remain calm in the face of market 
turbulence. “Turkey will not experience the 
crises of old, because today's Turkey is not 
the old Turkey," the Minister exuded confi- 
dence in answer to those questioning the 
government's financial discipline. To ap- 
pease the markets, particularly foreign in- 
vestors, Turkey's Parliament approved a 
cut in corporate tax to 20% from 30% late in 
June, this year. 

Turkey, an EU aspirant, hopes 
these measures will boost the sagging 


market morale and will lure foreign in- 
vestors back to the country. For now, it 
is blaming the melt down in global fi- 
nancial markets for the turbulence in 
its markets. The billion dollar question 
is: Will foreign investors buy the argu- 
ment of the government which is facing 
elections in November 2007? (^ 
Amit Singh Sisodiya 
and Sanjoy De 
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Google vs. Microsoft 


Clash of Titans 





It is a battle for supremacy between two best brainy companies of the 
technology industry in which, however, Google appears to have an edge. 





ill the history repeat itself? 

The war for supremacy in the 

technology industry, which is 
currently underway between Google and 
Microsoft, is very much reminiscent of 
that between IBM and Microsoft during 
the 1990s. Microsoft was at that time 
nine times smaller than IBM in terms of 
revenues. However, it took just eight 
years for the Bill Gates-promoted firm to 
topple the Big Blue from the top slot. 
This may give hopeto Google and its fans 
across the globe that the next battle for 
supremacy of the tech world may see the 
search giant dethrone the mighty 
Microsoft. 


Google's challenge 
Google is the undisputed king of search 
business and in a way rules the world 
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of Internet, which has so far proved to 
be the Achilles’ heel for Microsoft. 
Google's growing online advertising 
business—a lucrative one—and its 
search market share of over 4946 are a 
cause of concern to Microsoft. With its 
robust online business, Google is able 
to provide its users a myriad of free 
applications like Gmail, Google Talk, 
Google maps, Google Earth, Google Ad 
words, Google Base and Google print, 
which are very popular among Internet 
users, and in the process winning 
greater mindshare. 

However, what is more worrying 
for Microsoft is the fact that Google is 
increasingly trying to encroach into 
areas which no technology firm has 
dared to enter and has remained un- 
challenged so far. But Google is then 


no ordinary tech firm. Its rise to fame 
and glory in the technology industry is 
folklore among cyber geeks. It is un- 
conventional and a daredevil. Despite 
best efforts from Yahoo!, MSN and a 
host of other challengers, Google has 
remained the most admired and vis- 
ited search website in the world to 
date. Even when it comes to non-tech- 
nology issues like corporate governance 
or its Dutch auction-based IPO, Google 
has shown that it is innovative. This is 
why its recent actions are causing anx- 
ious moments for Microsoft. First, it 
was the acquisition of Writely, a word 
processing application; then it intro- 
duced its version of spreadsheet; and 
now Google is planning to launch an 
Operating System. Experts say that 
these all will pose a serious challenge 
to the hegemony of Microsoft in its core 
business. 

However, the Redmond giant is nol 
sitting idle. Before Google becomes the 
next software giant, Microsoft is trying 
to offset Google by using Internet Ex 
plorer as a trump card, which holds : 
big market share of 85%, whereas 
Google is still dependant on browse! 
access. It is also trying to hit its majo: 
revenue spinner (Google’s online busi 
ness) by introducing Microsof 
AdCenter. 

In a way, Microsoft is once agai 
using its time-tested strategy of bein 
the late mover, yet successfully storm 
ing the market. “It is a familiar gam 
plan for Microsoft," commented th 
New York Times recently. “From th 
spreadsheet to the Web browser, th 
company has rarely been a pioneer, bt 
it has been very successful as a fast fo 
lower in new markets," it added. “Th: 
is classic Microsoft strategy, never 
first mover but impressive once the 
get focused," the US-based dail 
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quoted Ted Schadler, an Analyst at 
Forrester Research. 

Nevertheless, experts opine that it 
would be too early to say whether the 
Windows behemoth could make a dent 
in Google’s forte. For Microsoft, Google 
is not just any ordinary rival. Google’s 
innovation, the sheer precision with 
which it executes its strategy, and the 
mind-blowing speed at which it hits 
the market with its innovative prod- 
ucts are just exemplary. And the 
search engine pioneer has always been 
a first mover and won. Given that, iv 
would not be easy for the Redmond gi- 
ant to successfully repeat what many 
experts say its classic strategy of being 
a late mover. 

In fact, to some, it looks like 
Microsoft is too big an elephant to dance. 
Already the goliath is saddled with its 
own size and the size of litigations that 
are piling up against it in various courts 
across the globe. Against this backdrop, 
it would not be easier for Microsoft to 
contain Google. 


Awake up call for the Redmond 
giant 

“We have to watch these guys. It looks like 
they are building something to compete 
with us", 

This is what Bill Gates conveyed to 
his employees way back in 1993 in an 
e-mail-based communication when he 
found that Google has been looking for 
people with job specifications similar to 
that of Microsoft. Google was then pre- 


Search 
Google, all the way 


) Share 





INTERVIEW 





Microsoft should be building tools for companies like Google and Yahoo! 
and not be competing with them. 


Microsoft, the PC giant, is on the track to divest Google. Is its 


defensive strategy a naught? 


Microsoft is still approaching this fight as if it was 
between two software companies, but Google is not 
really a software company — it is an advertising com- 
pany—and this is one of the reasons why Google has 
been easily winning. Yahoo! is a better match. But 
Yahoo! thinks of the fight as being one of services, 
and while that is closer, it really isn’t the same thing 
either. Google’s big exposure, currently, comes from 
other companies like Ask.com who are coming at 
Google in a truly competitive way and are designed 


Rob Enderle 
Principal Analyst, Enderle Group 





from the ground up to do so in a series of targeted attacks focused on unique 


customer needs. 


Will Microsoft's strong inroads into Internet services flail Google? 


At this time, I'm not actually convinced Google and Microsoft are any more natural 
enemies than Sun and Microsoft were. Microsoft may be making the same mistake 
that Sun made, in that—a partnership made more sense than an aggressive 


attack. 


What will be the impact of the escalating competition between Microsoft and Google on the 


companies individually and on the market? 


It's pulling resources from Microsoft and distracts Google from its real competitors. 
Google has entered into a software deal with Dell. How much of an effect does it have on 


Microsoft's business? 


Actually this is positive, at least in the near-term for Microsoft as it shows they 
don't lock up the desktop which could be very important in their fight with the EU. 


With the increasing online advertising business, what are the major strategies that Microsoft 


needs to adopt? 


Ithink Microsoft needs to rethink the nature of the competition with Google— it is 
a fight for advertising dollars and the advertisers are the target. Google and 
Microsoft could easily coexist as both focus on the larger opportunity of advertising 


dollars that aren't going to either firm. 
Any other comments? 


Microsoft should be building tools for companies like Google and Yahoo! and not be 


competing with them. 


paring a team for spreading its business 
vertically. And Gates got it right as his 
worst fears are only coming true now. 
Google's secret mission of targeting 
Microsoft's core businesses is now com- 
ing into open and is turning into what 
promises to be the battle royal ofthe tech 
industry. 

To meet the challenges posed by 
Google, Microsoft, as a first step, has 


realigned its seven business units into 
three broad categories and has 
grouped MSN under Platform Prod- 
ucts and Services rather than grouping 
it under the entertainment section, 
thereby surprising critics. Further, in 
its core area, it has launched Vista 
(Windows Operating System), a new 
Office version of business software, 
and Xbox 360 (video game software). 
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However, Microsoft’s new products 
could not push its value up. Also, in 
spite of various attempts, it is still at 
the third position with 7% market 
share in search business, lagging be- 
hind Google and Yahoo! by miles. Ex- 
perts say that Microsoft's mission of 
making MSN as the number one search 
engine has a long way go. Disappoint- 
edly, the Redmond giant reported a 
mere 16.4% gain whereas Google gained 
over 60% in profits in the last quarter. 
Even its stock price is stagnant when 
compared to that of Google, which is 
moving up its high peak. Viewing the 
stock prices, Carmi Levy, Analyst at 
Info Tech Research, states, “The model 
that allowed Microsoft to become the 
dominant software vendor of the past 
generation is being threatened”, but 
can’t be counted because of its massive 
size and ability to adapt. Expectedly, 





Bia a 8... SANE 


undeterred, Microsoft is pouring million 
of dollars to refine its MSN Search. 


Google's controversies 

No doubt, Google is eating slowly into 
Microsoft's share, but it is also entangled 
in a lot of controversies. Recently, some 
book publishers opposed its plan of scan- 
ning the books and making them search- 
able. In another instance, it annoyed 
some privacy advocates by placing its 
advertisements on their e-mail mes- 
sages and recently into the censored 
search results in the Chinese version. 
And the problem is, "Even if the com- 
pany itself stays non-evil, its data trove 
will be a massive temptation for others 
to do evil", says Edward Felten, an ex- 
pert on computer privacy at Princeton 
University, to The Economist. 

Earlier, Google sued Microsoft for 
setting its Search Engine as default. 
Google's latest deal with Dell leaves a 
positive side for Microsoft. “Actually, 
this is positive, at least in the near-term 
for Microsoft, as it shows they don’t lock 
up the desktop which could be very im- 
portant in their fight with the EU,” says 
Rob Enderle, Principal Analyst, Enderle 
Group. 


Don’t underestimate the David 
Though Microsoft is 10 times stronger 
than Google, critics suggest that implic- 
itly, the Redmond giant has fears of be- 
ing overtaken by Google. History sug- 
gests some similarities. Microsoft in its 
blossom days was known for its techno- 
logical spirit and was a highly regarded 
company and the young software profes- 
sionals aspired to work for it. Now, the 
similar is for the Google. 

Moving beyond history, for many 
people Google is the synonym for search. 
Google’s major strength includes its use 
of small and flexible teams and has so 
far remained as an innovative company. 
Ceunterpoint is the situation of 
Microsoft—because of its size and mo- 
nopoly it faces the least competition but 
it is still capable of creating an innova- 
tive product. Microsoft might be a click 
away for its rivals but have to work hard 
to deprive. However, despite all the 
talks of the battle for supremacy and 





Oy rack te) gaa eee eh A LST o Aet AF ESS stg 


all, this may not do any good to either of 
the tech czars, as Enderle avers, “It’s 
pulling resources from Microsoft and 
distracts Google from its real competi- 
tors.” He adds, “Microsoft should be 
building tools for companies like Google 
and Yahoo!, and not be competing with 
them.” 

Nonetheless, as of now, no one is 
seeing red as far as Microsoft’s hege- 
mony is concerned. Experts say that 
there are no worries for Microsoft as far 
as its position in the industry is con- 
cerned. It covers most of the areas ol 
technology from desktop to software 
tools and even the online business. Ir 
fact, some analysts simply rule out an) 
big fight between the two. Enderle 
opines, “Microsoft is still approaching 
this fight as if it was between two soft 
ware companies, but Google is not re 
ally a software company, it is an adver 
tising company and this is one of th: 
reasons why Google has been easil; 
winning". 

Whatever be it, one thing is for sure 
it is difficult to think of life withou 
Microsoft. It is in a way, a part o 
people's everyday life, the world ovel 
“Surviving a day without Google is eas 
but avoiding Microsoft for a day will be 
great difficultly,” comments The Econc 
mist. However, Google too is now as a 
tached to our everyday life as Microsof 
Hence, it would not be wrong to say —k 
the two blossom together for the good 
the world. ^ 

Amit Singh Sisodiy 
and Kavitha Putt 
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State Election Results 
Rec flags for reforms? 


e CPM-led Left front has comeback to power in West Ben- 

gal. Another communist-led coalition has been voted to 

power in Kerala. These two results have obviously strengthened 

the hands of the “left-block” in Delhi, which means more bargain- 

ing power for them. And the return to power of the DMK- that has 

promised all kinds of “freebies” to the voters in Tamil Nadu—has 
only added to the woes of the congress-led coalition at the center. 

Market watchers fear that the election results have only 
weakened the already weak government of the 24-parties coa- 
lition led by congress at the center. There is a substance in it: 
the regional satraps are known to call shots of divergent na- 
ture, while the challenges before the nation remained the 
same as inherited by the congress-led coalition two years 
back. So, everyone is anxious that the election results should not 
become an excuse for the leadership to shelve the "reforms". 

In fact, it is the best of the times for us to forge 
ahead. The International Monetary Fund de- 
picted a rosy economic scenario: *Notwithstand- M 
inz higher oil prices and natural disasters, global 
growth has continued to exceed expectations, 
aided by benign financial market conditions and 
continued accommodative macroeconomic poli- 
cies”. It has forecast a global growth rate of 4.9% 
for the current year. According to its latest 
World Economic Outlook, the growth rate in In- 
dia and China is all set for 7.3% and 9.5% re- 
spectively. It further hopes that "Cash-rich com- 
panies will start investing, which means gov- 
ernments could as well reduce their fiscal deficits." This good- 
looking economy simply asks for using it as a foundation to build a 
better tomorrow —of course, with appropriate reforms. 

That said, let us figure out how we are faring today. It is 
feared that the government is not doing all that is required to 
structurally transform our economy for achieving an “all inclu- 
sive” sustained high growth rate. On the top of it, the coalition 
partners are pulling the government in all directions—that, too, 
on “non-issues”. For quite some time, it has been the issue of 
“guotas” for admission into national premier educational insti- 
tutions that has “entrapped (India) in the caste paradigm", as 
though for ever. And all this out of sheer ignorance: the research 
findings of one of the IIT's professor reveal that “one half of the 
reservations meant for SC/STs remain vacant" and from those 
thet are filled, “one in four students does not complete the pro- 
gram”. Logically, it means our school system is not turning out 
cualified students who are good enough to pursue professional 
ctudies. It is this issue that requires redress. Instead, we ended 
up in a meaningless controversy that was well summed up by 
Mehta: “We pity the plumage, but forget the dying bir Ad 

Then, it is the turn of oil price controversy. The global crude 
prices are soaring higher and higher. It is commonsensical that 
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unless the prices of petroleum products were raised, the oil com- 
panies would suffer huge losses. So, government hiked petrol 
price by Rs. 4 and diesel by Rs. 2, while leaving kerosene and gas 
untouched. But all the political parties —both in the power and 
outside of it—have taken to streets demanding its rollback. On 
the top of it, they advised government to cut duties. But we all 
know taxing fuel consumption offers two benefits: One, it gener- 
ates more revenue for the State to invest on developmental ac- 
tivities, and two, it is likely to reduce consumption, which means 
reduced “import bill”. In between, we had the episode of Indo- 
Asean Free Trade Agreement. It was charged that the FTA may 
lead to “compromising our farmers’ interests” by none other than 
the coalition partners. 

Admittedly, these are all mere “political compulsions” for 
strengthening vote banks. Similarly, demand for “redistribution 
of nation’s wealth from the rich to those that 
do not have any asset”—the slogan that cur- 
ries greatest favor from voters—continues to 
be the fashion for political parties, particu- 
larly for those who are out of power. True, "in- 
equality” in the society is “morally repugnant 
and politically corrosive”. But it doesn't mear 
that is the reality, for the history speaks other 
wise: no government by tinkering with the tax 
systems, intervention in the labor markets; re 
forms in property rights, land reforms, mas 
sive subsidies, protection from foreign compe 
tition, price controls, etc., could annihilate in 
equality. The Russians did it under the name of communism fo! 
70 years and having gained nothing simply dumped it. The com 
munist China, taking a cue from the experiments of Russia 
adopted market-driven economy two decades back to achieve : 
growth rate of above 8% per annum. History thus sings in chorus 
governments’ attempt to annihilate inequality has only resulte: 
in “waste, corruption and inequality". 

Now the question is, “what is to be done then?" The modes 
answer is: Be wise to learn from Russia that “inequality” cannot b 
annihilated; but poverty can certainly be eradicated by creatin 
basic infrastructure that sustains higher growth rate, facilitate 
access to education, healthcare to the teeming population; an 
creating jobs through sustained industrial growth promoted b 
public-private partnerships. It is only when the overall economi 
output goes up that everyone would have something to bite. 

Yes, these words do not make a good political speech. Yet, th 
needs to be sold to the electorate. For that is the only lever for erad 
cating poverty. Even otherwise, how long are we to carry the cross: 
“Ideology” instead of living in "reality" for bettering it day-by-day. 4 
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Salutations to thee, Mumbai! 


They —"the alienated" — did it again: a series of bomb blasts tore open the 
crowded compartments of Mumbai suburban trains running between 
Churchgate and Borivali, killing 197 and injuring as many as 747 people. 


The heinous crime was perpetrated with amazing finesse: they have 
chosen the peak rush hours of Mumbai trains and not one, two, or three, but 
seven explosions they caused in seven trains all in a matter of 11 minutes. The 
scale and the quantum of damage aimed at and in fact inflicted upon perhaps 
made Mr. Subramanyam, the former member, National Security Council, to 
say that “it has all the hallmarks of a terrorist act coming from a militant 
organization...” 


The current run of blasts is only a reminder of how woefully-equipped we are 
to avert such terror strikes. The colossal failure of intelligence establishments 
in predicting and arresting such terrorist strikes made India’s robustness and 
its growing reputation in the international arena look pretty hollow. 


But, what is more astounding is that we are not even good enough to handle 
the aftermath of such strikes, which is more painful than the pain inflicted by 
the terrorists. It is in the context of the ignominious failure of the public services 
and the governance that the Mumbaikars rose as one against the blasts, and the 
handling of its aftermath. It is pretty brave of the ordinary citizens to ignore the 
yelling police not to touch the injured and take charge of the calamitous situa- 
tion and rush the injured in bed sheets, polythene sheets, and what not to the 
nearby hospitals with whatever means of transportation that they could lay 
hands on. 


It is even greater of Mumbai to keep its offices and more particularly schools 
open by the very next morning and they brimming with life. The grit and deter- 
mination of Mumbai and its citizens did not allow the fallout of blasts to reflect 
on the stock market, or for that matter any business that the city entertains. It’s 
amazing how the Western Railway gang men could clear the tracks from the 
debris left by the blasts for the trains to run by next morning as though there 
were no bomb blasts. And that is Mumbai—truly an island unto itself! It de- 
serves all our salutations for its excellent resilience! 


Certainly, it did soothe the injured feelings of Mumbaikars when the Prime 
Minister said: “We will leave no stone unturned—I reiterate—no stone 
unturned, in ensuring that terrorist elements in India are neutralized and 
smashed with sustained action by the Central and State Government and the 
cooperation of civil society”. But that alone would not be sufficient. 


Contrast the role of the public service agencies and governance in Mumbai 
blasts with that of the 7/7 of London blasts and you would hang your head in 
shame. And it is not that we cannot afford it, at least with the kind of economic 
growth we are gloating about today. The only excuse for such a lousy crisis 
management system is: “indifference”. It’s no wonder if the editorial of a foreign 
paper observed: “Human life, it is said, is cheap in India.” 


Ponder over! 


GRK Murty 





With high demands in market access, and low ambition in subsidies, the US is 

simply pricing themselves out of the market for any realistic landing zone for an 
agreement. 

— Peter Mandelson 

Trade Chief, EU 


Particularly worrisome is that the adjustment at the central level seems 

to have been largely undone by increased spending and hiring by the local 
authorities. 

—IMF said in its annual Article IV review 

of the France economy 


Our concerns have been conveyed to the US but we should not blow it out of 
proportion because the political process in the US knows what our concerns are. 
I am hopeful that these concerns will be taken into account. So, I would not like 
to blow up these differences. 


— Manmohan Singh 
Prime Minister, India's concerns on new US bill 
conveyed to George W Bush 


There is definitely room for improvement of customer relationship. It's got to 
improve across all branches if we want to grow. 


— Om Prakash Bhatt 
Chairman, SBI 


We would like to see an outcome that would enable our economies to grow and 

not shrink. A level playing field, especially through significant reduction in agri- 

cultural subsidies by developed countries, would be a prerequisite for market 
access. 

— Kamal Nath 

Commerce Minister on trade talks with WTO 


This is proud moment for India. This deal will open doors for more such deals for 
Indian companies in the international markets. 


— Sunil Mittal 
CMD, Bharti Tele-Ventures said on Mittal Arcelor deal 


Indian IT companies are establishing finishing schools that can, in six months, 
zurn a two-year old whickey into a mature 22-year old scotch. 

— Kiran Karnik 

President, Nasscom, on how Indian IT companies 

are developing fresh talent 


This notion that the United States is getting ready to attack Iran is simply 
ridiculous... Having said that, all options are on the table. 

— George W Bush 

US President 
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Net Neutrality 


Damning Discrimination 





Sans Net neutrality, a great medium could lose the very plank of "freedom 


for all", which made it so successful. 





There's been a misconception about the 

network we are building and how we plan 

to deliver services... What we plan to do 
amounts to creating dedicated services. 

— Jim Cicconi 

Senior Executive Vice-President, 

AT&T 


uch assurances, coming from big 
operators like AT&T and 
erizon, have done little to 

soothe Web freaks' nerves who fear that 
soon if these carriers have their way, 
surfers would be forced to pay for such 
services as music and video downloads, 
data transfer and so on, but worst of all, 
they would take upon themselves the 
role of deciding which service should get 
a priority over others on the Net. Not 
surprisingly, concerned by such plans of 





the telecom carriers, Web surfers and 
content providers, like eBay, Google, 
and Yahoo!, alike are screaming for 
what has turned into a hotly debated 
topic of Net(work) neutrality, even as 
the proposal to bring in legislation on 
the issue is being currently debated by 
the US government. 

Net neutrality, which though is diffi- 
cult to define, refers to *unprioritized, 
unfiltered, equal-access to all Internet 
content." "Net neutrality is the prin- 
ciple that network operators should 
give equal treatment to all the traffic on 
their networks," describes The Econo- 
mist. The concept of *Network Neutral- 
ity" was initially used by Columbia 
University professor, Tim Wu, who de- 
fends the theory of network regulation, 
while refusing to accept the traditional 


open-access theory. According to him, 
the Internet is not a neutral network. 
He says, "In a universe of applications, 
that includes both latency-sensitive 
and insensitive applications, it is diffi- 
cult to regard the IP suite as truly neu- 
tral as among all applications." 

The entire debate is centered on the 
fact that carriers cannot and should not 
discriminate against any user. Those 
supporting Net neutrality demand new 
legislations which could bar broadband 
providers from giving preferential treat- 
ment to some websites over others and 
also from blocking or slowing down traf- 
fic from competing networks. They fear 
that this could severely impact those 
firms which use competing network 
providers broadband services. 

Interestingly, the concept of Net 
neutrality is not new as it is already in 
vogue in industries such as power 
grids, roads, and postal carriers. How- 
ever, the very issue has been seeing 
people taking sides: Telecom carriers 
on one side while Internet champions 
like Google and eBay on the other de- 
bating, as Wu says, whether it is more 
"neutral" to let Internet users browse 
all Internet content equally or to let the 
service providers discriminate by 
thinking that they might make extra 
money that way. 


The tug of war 
Google and VoIP provider Vonage were 
using "my pipes free". 
— Ed Whitacre 
CEO, AT&T 


The controversy over whether Net 
regulation is needed or not has arisen in 
the wake of the big telecom firms’, like 
AT&T and Verizon, plan to create a 
tiered Internet system where firms like 
Yahoo and eBay, which use data-inten- 
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Business Environment 


INTERVIEW 


How de you see the issue of network neutrality? 

Shiraz Kanga: We see it as money grab by large telcos. 
Andy Oram: I believe in layers—and so did the government 
of the US at one time. Telephone companies have long been 
held to “common carrier” rules, meaning they can’t discrimi- 
nate against people who use the phone lines. The historic 
computer rulings of the FCC prevented regulations on infor- 
mation services, while preserving regulations on monopoly 
phone lines. The phone companies want to blur distinctions 
between transport and content, which has major impacts on 
innovation and free speech. 

Network neutrality is closely related to the old concept of 

common carriage, and takes that principle into a modern 
age. It also conforms to the standard Internet end-to-end 
principle. 
Rob Enderle: Network neutrality has become a largely po- 
litical issue with those for it seeing it as a somewhat harmless 
(in terms of risk) way to appear focused on the needs of chari- 
ties, small businesses, and individual constituents. It lives by 
side-stepping the larger problems surrounding misuse of the 
Internet and ignores completely the potentially more damag- 
ing alternatives to controlling this misuse. Just as important 
is the fact that Net neutrality has become a catch-all term 
where few appear to be able to agree on the definition. 


is the threat to Net neutrality just hypothetical? 

Shiraz Kanga: No. It is very real. Squeezing out the small 
guy will kill innovation by making the cost of doing business 
go much higher. 

Andy Oram: No, and it’s not just a business issue either. It 
has alarming technical implications. 

On the business side, telephone companies are saying 
they can pick winners and losers. And the technical promise 
of two-tier routing hasn’t really been tested. It might turn 
out their promised speeds can’t be relied on. Customers will 
also find it alarming that information about the applica- 
tions they're using and whom they're communicating with is 
being examined by phone companies. 

The two-tiered Internet (if the phone companies can 
make it work) might provide a short-term benefit to compa- 
nies with a business plan involving high bandwidth. This is 
similar to the improvements companies made in their 
websites when they decided they were marketing their prod- 
ucts to people with ADSL or cable modems. But negotiating 
with telephone companies adds more complexity and 
chances for discrimination. 

But the uncertainty of traffic shaping by the telephone 
company extends tc technical areas. The Internet is already 
very unpredictable, and people are worried about response 
times (because their businesses exchange a lot of docu- 
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ments, because they want a re- 
warding customer experience on 
their websites, and so on). There 
is a need to minimize the num- 
ber of factors they have to worry 
about. Traffic shaping by tele- 
phone companies introduces a 
wildly arbitrary element. 

It's worth noting that the de- 
signers of the One Laptop Per 
Child project are trying to sim- 
plify the network (mostly by 
eliminating network address 
translation) because they need to simplify administration. 
Telephone companies are complicating the network, and 
concentrating control. 

Some highly respected Internet technologists support the 

phone companies in this debate. I don't hear any of these tech- 
nologists actually approve of discrimination. Mostly, they are 
more afraid of the unanticipated consequences of government 
regulation than they are of telephone company dominance. 
Secondarily, they are trusting in competition and praising any 
effort at doing something new and different. 
Rob Enderle: Far from hypothetical—but like most things 
that have politics as part of them—it is largely based on half 
truths and ignorance. This is about power and rights; but 
rights it seems to best assure are the rights of those that are 
behaving inappropriately to begin with. We may be creating 
yet one more “Digital Millennium Copyright Act” that will 
do more damage than good in the long-term. 


Andy Oram 
Editor at O'Reilly Media 





What is your view on the ongoing battle between companies like 
Google, Microsoft, Yahoo and eBay vs. Cisco, AT&T and Verizon? 
Shiraz Kanga: Everyone is free to battle in the open and free 
marketplace. But changing the rules of the game to benefit 
the big guys is both unfair and unnecessary. 

Andy Oram: I think the Google/Microsoft contingent are 
really acting out of the public good. They could easily have 
said, “No problem with two-tier Internet; we have a few bil- 
lion dollars to throw around, so let's lock in our advantage." 
Network neutrality benefits the up-and-coming competitors 
to these major vendors. When did the AT&T, Verizon, or 
Qwest ever promote a bill that facilitated entry of small 
Mom-and-Pop ISPs into the market? 

Rob Enderle: It is often not clear that they have even agreed 
on what they are disagreeing on. The religious folks (Chris- 
tian Coalition and MoveOn.org) appear to feel that network 
owners could block access to religious sites, some of the corps 
which provide services (Google, etc.) don't want to pay more 
for bandwidth, and there is a group that wants the whole 


thing to be regulated. The other side, the network providers 
want more money for the services they are providing (they 
want greater profitability and fewer free rides). The word 
“confusing” simply is not adequate to describe this mess. 


Is there any analogy, which could offer a solution acceptable to both the 
warring group(s)? 

Shiraz Kanga: The warring groups need to think about that 
themselves. 

Andy Oram: What we really need is more competition in 
the last mile to the home. Then we wouldn’t have to worry 
about choices and discrimination on the part of individual 
carriers. In the late 1990s, the US tried to promote local 
phone competition, but not hard enough. In South Korea and 
Japan, such competition is a reality, and so is low-cost 
broadband. We need to return debate to this level. Instead of 
fighting for a network neutrality law, activists for the 
Internet can cite the two-tier Internet proposal as a symp- 
tom of monopoly and return debate to the failures of the 
1990s. 

Rob Enderle: “Chicken Little” on one side where concerns 
see to be moving well ahead of any real problems, and “The 
Goose that Laid the Golden Egg” on the other referring to the 
fact that if you are too aggressive with fees the market is 
likely to bypass your networks (and both Google and HP are 
building capability to do just that). 


Do you see free internet future ahead? 

Shiraz Kanga: Yes, we do. 

Andy Oram: Yes, because the two-tier Internet will fail 
technically. A lot of lawsuits may ensue. In the meantime, 
telephone companies will work hard to apply the rules fairly 
and facilitate competition, because they know the eyes of the 
public and the regulators are on them. Furthermore, compe- 
tition will emerge—although not as fast as Pd like—from 
large customers stringing their own fiber and from munici- 
palities creating their own networks. 

Rob Enderle: I don’t see a free Internet now; it’s just a 
question of not knowing how you are paying for it. In effect it 
is a hidden tax on goods and services. 

Do you feel that more regulations are harming the free Internet? 
Shouldn't we just let the market 
decide? 

Shiraz Kanga: Absolutely. 
Andy Oram: I think effective 
monopolies need regulation, 
but I recognize it's nearly im- 
possible to design a law that 
stops phone companies from 
carrying out two-tier plans 
without creating a risk of hold- 
ing back useful innovation. 
Governments have already 


Shiraz Kanga 
Founder and CTO 


of blogeverywhere.com 








Net Neutrality 


faced the difficulty of designing 
effective legislation when they 
tried to deal with unsolicited 
commercial e-mail. Existing 
legislation concerning spam is 
not, in fact, very effective. But 
we do have precedents (both in 
the US and abroad) for promot- 
ing competition in the telecom- 
munications industry, and 
even for some government in- 
vestment; that’s where debate 
should be. 

Rob Enderle: Given the history with regulation which 
suggests that it often only makes things much worse, and 
the fact that this is distracting a lot of folks from more 
important things (like the massive amount of spam and 
criminal attacks on the Internet), I do believe we should 
let the market decide for now and only use regulation as a 
last resort. 


Rob Enderle 
President and Principal Analyst 
of the Enderle Group 





According to you what are the concerns about discrimination and 
restriction on access? 

Shiraz Kanga: Reducing competition by eliminating the 
small guy by making access expensive will kill several future 
innovations. 

Andy Oram: I think I’ve explained those already. One other 
point Fd like to stress is that bandwidth needs are very flex- 
ible. Someone may spend 95% of his time on a site reading 
text and viewing low-resolution images. Then for 30 seconds 
he might need to run an animation with high bandwidth 
needs. Usage is extremely hard to predict. That’s one reason 
to try to keep bandwidth requests under the control of the 
user. I doubt that any revenue model designed by the phone 
companies can be flexible enough for the range of bandwidth 
needs at Internet sites. 

Rob Enderle: They fall into two categories: Blocked access 
for legitimate and otherwise legal sites, and excess costs to 
individuals and organizations that would not be able to 
pay them. Both would create an elite set of Internet users 
with special privileges. Of course, were it done right, the 
only people heavily damaged would be those that generate 
spam, religious or not, and misuse the Web. The open ques- 
tion is “who determines and enforces the right course of 
action”? 


Any other observation? 

Rob Enderle: This undoubtedly will become yet another 
example of what can happen when politicians get involved 
and active without either really understanding the issues or 
really caring whether they understood them. It’s a reminder 
that things can always get worse, particularly when they 
involve government, any government. 
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Nagalakshmi 
wants to be 
a teacher. 





= Mohammed Mastan 
wants to be a soldier. 





m 


Kakoli wants to be a nurse. 





Modest ambitions, one may think. 
But not for these children. Education at a good school used to be well beyond their parents’ means. 


Not any longer. 
These children now get a real education at the Icfai Republic School. Virtually free. 


The Icfai Republic School is an English-medium school with good teachers, and facilities and infrastructure 
- spacious classrooms, computer and audio-visual labs, play areas - that match the best. 


Children at the school get milk with supplements in the morning, and a nutritious, free, lunch. 
Textbooks, notebooks, schoo uniforms, and shoes are also provided to them at highly subsidized prices. 
Now, their dreams can become a reality. 


You too can join with Icfai and the Alpha Foundation to help more children like Nagalakshmi, 
Mohammed and Kakoli. 


Make a contribution. Make a difference. 


For more informatien, please contact: 


The Alpha Foundation 

5th Floor, Astral Heights, Road No. 1, 

Banjara Hills, Hyderabad, Andhra Pradesh, India 500 034 
Phone: 040-23430218-20, Fax: 040-23430208 

E-mail: alpha@icfai.org; Website: www.icfai.org/alpha 





Contributions to the Alpha Foundation are eligible for income tax exemption under Section 80G of the IT Act. 
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Net Neutrality 





sive services over the Net, would have to 
pay more. In other words, these carriers 
want to move away from flat pricing and 
shift to a system where they could offer 
tires of services based on factors like 
speed and reliability. This (move), the 
carriers argue, is essential to ensure 
that regular customers get the access to 
Internet without any hindrance; data- 
intensive services tend to slow the Net 
access speed. "The debate is heating up 
as new applications such as voice and 
video make their way onto the 
Internet", comments CNET.com. It 
adds that as these features require a 
certain quality of service for smooth 
functioning, network operators argue 
that these services require more band- 
width, thereby slowing access to other 
services for other customers. However, 
eBay disagreeing with the logic says 
that consumers who subscribe to broad- 
band do so primarily in order to be able 
to use these innovative new services 
and to get access to interesting and in- 
formation-rich content. It argues that 
allowing the duopoly of cable companies 
and telecommunication companies to 
make high-speed Internet access a “toll 
road" will slow the adoption of broad- 
band. It charges that consumers al- 
ready pay for access to the Internet, but 
network operators now propose to 
sneak hidden bandwidth charges into 
the content that consumers access 
online. 

True. Indeed, prima facie, the argu- 
ment of telecom carriers, to build 
tiered Internet system, sounds a little 
absurd. It is akin to a carrier deciding 
on its own which calls to be allowed to 
be carried and which not and also pri- 
oritizing calls as premium and general. 
The proponents of Net neutrality say 
that this could hamper the growth of 
this revolutionary medium. *In the 
digital era, Net neutrality underpins 
the innovative culture of the Internet", 
comments The Economist. “The net- 
work blindly delivers data packets re- 
gardless of what they contain, allowing 
for new applications— such as the 
Web, or Internet telephony — without 
requiring permission from network op- 
erators", it adds further. However, the 


eBay on Net Neutrality 


eBay provides a global Internet marketplace. Together with PayPal and Skype, we are enabling 
e-commerce for small businesses everywhere. Because the success of our company is completely 
dependent on the success of our community of users, including small businesses, we take public 
policy positions that are important to that community. 

eBay supports Net neutrality legislation that will prohibit network operators from replacing the robust 
open Internet with "Pay to Play" private networks that will force out and discriminate against content and 
service providers that refuse to pay new tolls. | 

Consumers, non-profits and businesses already pay for access to the Internet. Network operators 
should not be permitted to "double dip" by charging consumers twice for high-speed Internet access. 

The Internet has always been govemed by a regulatory regime based on principles of openness and 
non-discrimination. This approach has been integral to making the Internet the home to the most 
innovative and exciting new businesses and ideas. Internet companies have spent billions on new 
Content and services that have transformed American life. This investment has fueled the American 


economy. 


Large cable and telecommunication companies that own broadband networks in the US are 
proposing to replace the open Internet with a system where the large providers can pick and choose 
which websites will operate on their new "closed" networks. In this world, special access charges will 
be levied on Internet content providers as well as consumers. 

Content and services are what drive broadband Internet access adoption. Consumers who sub- 
scribe to broadband do so primarily in order to be able to use these innovative new services and to get 
access to interesting and information-rich content. Allowing the duopoly of cable companies and 
telecommunication companies to make high-speed Internet access a "toll road" will slow the adoption 
of broadband, limit Americans' access to important information and tools, and damage the leading role 
that the US plays in technological innovation. 

Double-Charging Consumers: Consumers already pay for access to the Internet, but network 
operators now propose to sneak hidden bandwidth charges into the content that consumers access 
online. Double-charging will raise consumer costs and create an inefficient, non-transparent market for 

Fragmenting the Market: The Internet is a global network based on the principle of openness, 
potentially connecting everyone with everyone. As we have seen with eBay, PayPal, and Skype, the 
Internet has the power to create communities on a scale never seen before. Replacing the Intemet with 
technologically advanced but closed “private networks" will end the Internet as we know it and reduce 
the ability of Intemet users to reach a global market. Small business sellers rely on that global community 
and could be hardest hit by new fees and tiered services that impede existing and potential customers 
from accessing their sites. 

Courtesy: Deepa Thomas, Company Spokesperson, eBay India 


plans of operators like AT&T and 
Verizon threaten this very medium’s 
greatest asset, freedom or openness, 
which is also its hallmark. 

On the other hand, looking from the 
carriers’ perspective, the argument 
may appear to make sense. It is no se- 
cret that building telecom infrastruc- 
ture can even cost an operator its for- 
tune; or, so the post-dotcom bubble has 
demonstrated as a host of telecom 
firms have gone bankrupt while a few 
have been able to recover from those 
shocks. Telecom gear makers like 
Lucent, Nortel, and Corning got hit 


badly as carriers which invested bil- 
lions in setting up infrastructure found 
it difficult to recover those invest- 
ments. Further, traditional carriers 
like AT&T, for whom wire line services 
have remained their sole bread winner, 
have been struggling to come to terms 
with the changing telecom landscape 
as new technologies like VoIP threaten 
their very existence while they tied-up 
huge investments in setting up fiber 
optic networks for offering services like 
IPTV so as to compete effectively with 
cable firms, which are moving into tele- 
phony. These carriers would like to 
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Three Sides to Net Neutrality 
Powerful players are lining up on both sides of the issue, whereas others still hope for compromise. 


Here's a partial sampling. 


In Favor 









Middle Ground 


Large, internet-based companies | The Center for Democracy and a 
group led by New Yorkers for Fair 



















Opposed 
Large broadband providers 
AT&T, BellSouth, Comcast, 


Microsoft, Yahoo Use Technology have both Verizon 

American Civil Liberties Union, a separate tier of service for Alcatel, Cisco, Corning, 
Consumers Union, Free Press, products such as television over Qualcomm, 3M 

Pubiic Knowledge IP. while treating all public Internet | Free-market think tanks 
Special-interest groups content equally. Center for Individual Freedom, 
American Library Association, The Information Technology and Competitive Enterprise Institute, 
Christian Coalition of America, Innovation Foundation would allow | Progress and Freedom Foundation 
Computer Professionals for broadband providers to offer Special-interest groups 
Owners of America, MoveOn.org, | it would also guarantee a level of | Citizens Against Government 
TechNet broadband services without paying Waste, National Association of 






new fees. 


charge Internet firms like Google and 
eBay in order to recover their invest- 
ments in building those networks 
which carry reams of information over 
the Net. The idea, say the carriers, is to 
build something like express toll lanes, 
alongside the existing Internet high- 
ways, for offering guaranteed and pre- 
mium services like movie downloads 
and other video clips. 

Cisco, which provides networking 
equipment to network operators, be- 
lieves that there is no need for any leg- 
islation related to Net neutrality. “We 
don’t think that new regulation is 
needed on (Net) neutrality”, CNET 
quoted Robert Pepper, Senior Manag- 
ing Director of technology policy, Cisco, 
as saying. In fact, Cisco’s view is that 
the operators could use their technol- 
ogy to manage their network resources 
more efficiently and prioritize services 
for consumers. The router giant is of 
the opinion that today consumers who 
want access to high bandwidth appli- 
cations like video must subscribe to 
expensive broadband packages. Isn't it 
correct that the Internet firms like 
MSN and Yahoo! too charge Web surf- 
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ers for premium services like MSN 
Premium and Yahoo Mail Plus? 
Against this, what’s wrong with the 
carriers asking for a fee to offer value- 
added services? 

However, the danger is that the 
idea of tier-based services could push 
prices for firms which in turn would 
most likely pass this on to their con- 
sumers. For instance, the financial 
services industry fears that it could 
inflate its costs significantly. “For the 
financial services sector, which is ex- 
pected to spend $117 bn on informa- 
tion technology this year, tiered pric- 
ing could add billions more in ex- 
penses to maintain online banking 
services and other Web offerings”, 
commented a Reuters’ report. Those 
costs, the report mentioned, could hit 
the bottom line or be passed on to cus- 
tomers. 


Doing a balancing act 

While it goes without saying that open 
access to Internet is of fundamental 
concern and key to make it available 
to common masses, the need for regu- 
lations such as Net neutrality may 


LI] 

While there appears no 
quick fix to the neutrality 
mess in sight, the good 
news is that all the three 
legislations proposed for 
discussion on the issue in 
the US Senate have been 
defeated. bK] 


not be a good idea. “An overly prescrip- 
tive set of Net neutrality rules could 
prove counterproductive”, comments 
The Economist. Further, the strict Net 
neutrality regulations could either de- 
ter the carriers from investing in 
building faster networks or if they 
build fast networks they would have 
no option but to pass it on to Web- 
based firms like Amazon and eBay. 
Another fallout of this could be that it 
could hamper development of new ser- 
vices which depend on being able to 
distinguish between different types of 
traffic, adds The Economist. A way out 
could be to charge more for premier 
services such as IPTV, Video-on-De- 
mand, etc. And that could not be a bad 
idea. This, experts say, could also lead 
to Internet firms exploring new busi- 
ness models. Another view is that 
what has happened to the cable indus- 
try, where no cable firm can afford to 
ignore channels like ESPN— no 
broadband providers can overlook 
Google or eBay, although they may ig- 
nore smaller firms. While there ap- 
pears no quick fix to the neutrality 
mess in sight, the good news is that all 
the three legislations proposed for 
discussion on the issue in the US Sen- 
ate have been defeated. That leaves 
enough time for all the parties in- 
volved to bring in fresh 
perspectives. Nonetheless, the need 
for balanced action can never be 
overemphasized. ^ 


Amit Singh Sisodiya 
and Ankur Gupta 
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Delicious real estate. 


Now in stock at Chennai's 
only satellite city. 


WELCOME TO 


ILVE 
OUN 


It doesn’t get more tempting than this. Your own plot in the city’s 
newest IT hub! The project is spread across 75 acres-just adjacent 
to CMDA developed Maraimalainagar township and Mahindra 
World City. Highlights of this exciting project from Hallmark are: 

€ DTCP approved plots* 

® Pollution free, lush, green surroundings 

€ Avenue trees 

€ Crystal clear lake 

e Black top roads 

® Completely fenced area 

€ Sweet, potable water 

Unimaginable appreciation due to growing neighbourhood, 
making it a really tempting investment option. Hurry, book today 
and enjoy sure benefits! 
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Hallmark Infrastructure Pvt. Ltd. 
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www.hallmarkinfrastructure.co.in 
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Lakshmi Mittal 





An ‘Invisible Corporate’ 


His Arcelor deal has a lesson for Indian businesses. 


uch against many odds, Lakshmi 

ittal, who bid for Arcelor, did it: 

Clinched a landmark deal. It's a land- 

mark deal not because he has to pay 

more than what he originally contem- 

plated, but because it is unique in itself 
in many ways. 


What the deal means 

The Mittal Arcelor deal would simply 
mean creation of a giant company in the 
global steel market that can claim a mar- 
ket share of above 1196 which is three 
times higher than its nearest rival. Obvi- 
ously, it gives the merged entity enough 
scale and momentum to penetrate into 
new markets such as China where inter- 
national players have had an insignifi- 
cant role till date. The merged entity, be- 
ing a big purchaser of inputs such as iron 
ore, coal, and other steel making require- 
ments, enjoys enough strength to bargain 
for a best-fit price. Another good thing to 
happen is that it would not really create a 
dominant position for the merged entity 
in the global steel market, except in the 
context of regional/national markets, if 
any. The net result: “price stabilization" 
in the global market. 


It sets a healthy precedence 

This merger has indeed paved the way for 
*globalization" to take roots in an other- 
wise conservative European Union which 
has for reasons best known to it, guarding 
its assets being taken over by outsiders for 
quite sometime. Secondly, this deal made 
the corporate-world to take note: it's not the 
boards, but the shareholders who decide 
what is good for their company. Thirdly, to 
woo the shareholders, the acquirer must 
shell-dcwn the right price. The otherwise 
passive shareholders of Eurepe have set a 
precedent that when it comes to their wel- 
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fare, they won't 
mind in asserting 
their will on the 
managements, 
even aggressively, 
if required. It has 
established the 
fact that a busi- 
ness deal must be 
handled as “busi- 
ness” and no 
amount of “economic patriotism” can pre- 
vail over a “business proposition” irrespec- 
tive of the personalities involved. 


Coming to Mittal 

Mittal having started in Indonesia with 
a steel company at the age of 25, went on 
acquiring steel companies from Mexico 
to Algeria to Kazakhstan that were sick 
and nursed all along for a variety of po- 
litical, social or strategic reasons by the 
respective governments. Indeed, by vir- 
tue of acquiring underperforming assets 
of these countries under their 
privatization programs and turning 
them around into viable business prepo- 
sitions, he became a savior of their dying 
industry. 

Indeed, even Mr. Dolle unwittingly 
confirmed it when he said: ^Mittal is a 
company of Indians specializing in buy- 
ing up obsolete installations at a cheap 
price." Of course, as it is his won't, he 
didn't say the other part: he made the 
rusting state-owned rusting steel mills, 
around the globe, productive once again 
with his sheer managerial entrepreneur- 
ship. It is of course a different matter 
that in the process Mittal gained confi- 
dence to bid for Arcelor. 


Shedding off the owner's garb 
It is by now history that Mittal bid for 


Arcelor and fought with varied agencies to 
achieve his objective of creating a giant 
steel company. As the later events re- 
vealed, he, in the process, has metamor- 
phosed himself from the owner of a group of 
steel companies spreading across the 
globe to an "invisible corporate". The rea- 
sons are not far to seek: one, the very fact 
that the merged entity would be called 
Arcelor Mittal is in itself a testimony of his 
metamorphosis; two, the merged entity, 
Arcelor Mittal, would be headquartered in 
Luxembourg rather than Mittal’s home- 
town, London; three, he will have 4596 
shareholding in the combined entity as 
against the 9096 of ownership in his Mittal 
Steel Company, and four, he has to share 
the title of Chairman of the new company 
with another and can only appoint one- 
third of the board's 18 seats and 3 of the 7 
spots on the management board. It is in- 
deed a giant leap forward for a conserva- 
tive marwari businessman from India. 

The magnitude of metamorphosis that 
Mittal undergone is well captured in his 
statement: ^We have to put behind our 
family interest for the interest of the indus- 
try and the shareholders at large." And he 
sounds pretty conscious! He has in the pro- 
cess, “corporatized” himself besides tink- 
ering heavily with the marwari philosophy 
of management — "never accept a minority 
position". The initial reaction of the Indian 
business community particularly that of 
marwaris, to Mittal's tinkering with 
*Indian concept of ownership" is of course 
on the expected lines. This well reflects in 
what Rahul Bajaj a marwari and the 
Chairman of Bajaj Auto Limited, said: 
“All Indian business communities like to 
have full control, although not always 
through majority ownership." 

Mittal, nevertheless, taught a lesson to 
the Indian business community: if Indians 
have to go global through acquisitions for 
expanding their businesses, they have to 
necessarily change some of their beliefs 
and practices of “governance” and to re- 
main ever adaptive. '^ 


— GRK Murty 
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Contract Research Outsourcing 


India's Opportunity 
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With the growing compliance to global regulations, India is increasingly 
emerging as a global hub for contract research outsourcing. 





f late, India has been emerging 

as an attractive destination for 

contract research outsourcing. 
Outsourcing is not a new concept to 
India. In fact, India has proved its mettle 
by being successful in outsourcing busi- 
ness processes of IT, software and finan- 
cial services. Contract research 
outsourcing, which broadly covers clini- 
cal research outsourcing and drug discov- 
ery research outsourcing, has been offer- 
ing a host of related services in India. As 
per CHA’s (Cambridge Health Associ- 
ates) 2006 survey of 235 pharmaceutical 
executives, more than 75% of the top 50 
western biopharmaceutical companies 
are carrying out drug development ac- 
tivities in India. This number speaks for 
itself about the kind of vested interest 
that global companies have in 
outsourcing their business to India. 


According to a report by Ernst & 
Young, India’s contract research market 
can reach $300 mn by 2010 at an esti- 
mated growth rate of 20-25% annually. 
As the global companies are confronted 
with mounting pressures to cut down 
their ballooning R&D costs, low-cost 
destinations like India are increasingly 
looking attractive. India has been suc- 
cessful in tapping this business opportu- 
nity to garner a significant chunk of this 
outsourcing pie. 


times 
Earlier, global pharmaceutical compa- 
nies believed in the concept called 
"insourcing" where they opened re- 
search laboratories in their own coun- 
tries to shore up their manufacturing 
facilities. However, the increasing R&D 
costs adversely affected their bottom 





line with dampening profits. This 
caused companies to move a step fur- 
ther towards contract research 
outsourcing to fasten the drug develop- 
ment cycle. Contract research 
outsourcing has been successful in re- 
ducing R&D costs, drug development 
costs, and has hastened the time to 
market. The strategy has in turn helped 
companies to retain their competitive- 
ness and to concentrate on their core 
businesses. Though India has a huge 
potential to manage the outsourcing 
business, prior to 2005, it couldnt at- 
tract much business due to its lack of 
product patent protection regime. 

Ever since the Indian Government 
has done away with product patents 
from 1970s, Indian drug makers have 
been taking advantage of this scenario 
by reverse engineering the global block- 
buster products and selling them at 
much cheaper prices than the original 
product. This has led to the exit of many 
multinational drug maker companies 
from the Indian markets; a drop of their 
share from a high of 8596 to a low of 2696 
is witnessed. 

However, in 1994, the Indian Gov- 
ernment signed an agreement on Trade 
Related Aspects of Intellectual Prop- 
erty Rights (TRIPS) with the World 
Health Organization (WHO) that it 
would comply with WTO laws within 
the next 10 years. Hence, as promised, 
the Indian Government introduced the 
patent regime in January 2005. This 
has sparked the beginning of momen- 
tous times which can change the for- 
tunes of the Indian drug industry. 
Dr. Milind Antani, Head, Pharma, Life 
Sciences and Health Care Practice 
Group, Nishith Desai Associates, an in- 
ternational legal and tax counseling 
law firm explains: “The Patents Act, 
1970, since January 2005 has paved the 
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way for the new product patent regime 
in conformity with the diktat of the 
WTO. to which India is a signatory. The 
amended Patents Act now provides pro- 
tection to product patents in the area of 
drugs and medicine.” 


Advantage India 

The introduction of the product patent 
regime, besides the existing process 
patent regime, has paved the way to re- 
inforce the global pharma companies’ 
interest in India. With a large number 
of multinational pharma companies 
flocking to India, the year 2005 wit- 
nessec many deals between Indian and 
foreign companies in different forms 
like mergers or acquisitions or 
outsourcing contracts. 

Contract research outsourcing has 
gained pace in India over other emerg- 
ing countries due to its distinct 
strengths. Dr. Umakanta Sahoo, Direc- 
tor, Chiltern International Private Lim- 
ited, opines, "India, at the moment, is 
the most preferred destination for clini- 
cal research because of its heteroge- 
neous huge patient population, En- 
glish-speaking western educated inves- 
tigatcrs (physicians) and track record of 
sincerity in meeting regulatory and re- 
cruitment timelines, and most impor- 
tantly well- accepted good quality 
auditable data." 

Western companies can save as 
much as 8046 of their R&D costs by 
choosing India as their outsourcing des- 
tination. The fact that the research 
done in India just accounts for one-fifth 
of the-cost that they spend in their coun- 
tries helps them reap the benefits of 
cost advantage. Being the second most 
populous country, India also offers 
them a large patient pool who are ready 
to get enrolled for clinical trials. 

Perhaps another advantage for In- 
dia is its younger generation of man- 
power while the majority of the 
workforce in North America, Europe 
and Japan is constituted by ageing 
population. The increasing number of 
US Food and Drug Administration 
(FDA) approved plants in India also 
provide more scope for research. Cur- 
rently, besides the US, India consists of 
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— Dr. Umakanta Sahoo 
Director, Chiltern International 
Private Limited 


the largest number of FDA approved 
manufacturing facilities. 

Other advantages of outsourcing 
contract research to India include highly 
skilled medical community, English as 
the medium of instruction, support of 
mature and strong pharmaceutical in- 
dustry, fast growing healthcare sector, 
and compliance of government to global 
standard regulations. There are more 
than 50 prominent contract research or- 
ganizations in India which are involved 
in drug discovery, clinical trials and 
bioinformatics. 

A few major players operating in this 
area are Pfizer, Novartis, Astra Zeneca, 
Eli Lilly, GSK, Aventis, Novo Nordisk, 
Quintiles, ClinInvent, Clingene, ClinTec 
International India, GVK Biosciences 
Pvt. Ltd., Metropolis Clinical Laborato- 
ries, Dr. Reddy's Laboratories Ltd., 
Ranbaxy Laboratories Ltd., and Reli- 
ance Clinical Research Services. 

During the 1970s, the outsourcing in- 
dustry was offering limited clinical tri- 
als. But now, it has evolved into a com- 
plete service industry by covering whole 
gamut of services under the drug devel- 
opment process. The services offered be- 
gin from drug development process, such 
as medical writing, clinical trial moni- 
toring, and statistical services. They 


could also include clinical trial 
outsourcing for phases I, II, III, IV, site 
management services, contract staffing 
services, quality assurance services, 
clinical drug development planning and 
project management support and other 
ancillary outsourcing-related services 
like packaging and labeling and contract 
manufacturing services. 


Outlook 

Dr. Umakanta Sahoo opines, “There is 
a perceptible change in the old mindset 
of people—from skepticism to accep- 
tance—of the capability, skill-sets and 
quality of data in Indian trials.” How- 
ever, India has to take certain mea- 
sures to maintain its growth pace. To 
grab a bigger share of this outsourcing 
pie, India has to gear up and lay more 
emphasis on quality issues. Basic in- 
frastructure has to be improved which 
forms the very foundation of any clinical 
research activity. To meet the increas- 
ing global demands, India requires 
more number of skilled and trained 
medical investigators. 

Efforts are being made by the govern- 
ment to keep its regulatory framework in 
line with global standards like Good 
Manufacturing Practice (GMP) and Good 
Laboratory Practice (GLP) besides its 
own Good Clinical Practice (GCP) guide- 
lines. Dr. Milind Antani explains: “The 
Drug Controller General of India has an- 
nounced that it is working out a policy 
which demands accreditation of clinical 
research outfits for obtaining approval 
on any kind of tests conducted on hu- 
mans. This would regulate the whole 
outsourcing activity and bring about 
more accountability and transparency in 
the system thereby leading to better gov- 
ernance of this emerging sub-sector.” 

With the combined efforts from 
regulatory bodies, academic institu- 
tions and contract research organiza- 
tions to meet the global standards and 
rising demands, contract research 
outsourcing is poised to grow signifi- 
cantly in India. “ 


D Satish 
and Y Bala Bharathi 
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PARTICULARS QUARTER ENDED YEAR ENDED 
(REVIEWED) (AUDITED) 
D» . 80.06.2006 ^ 30.06.2005 — 31.03.2006 
INTEREST EARNED (a+b+c+d) | 251276 1979.53 8711.51 
| a) Interest/discount on advances/bills | 1651.85 1222.35 ^ 5488.49 
b) Income on Investments | 7566 709.70 2855.32 
| €) Interest on Balances with RBI & Other Inter-Bank Funds D 516. -.| 47.38. 249.95 
d) Others | 0.09 0.10 117.75 
2 | Other Income 14.7 AEN | 259.05 1377.52 
A TOTALINCOME (1+2) _ |. 277095 2238.58 10089.03 
3 Interest Expended | - | 156493 1146.69 5130.01 
/4 Operating Expenses (e«f) S | 615.82 531.59 2347.14 
e Payments to and provisions for employees | 39314 34822 1515.30 
f) Other Operating Expenses ; 222.68 183.37 831.84 
B — TOTAL EXPENSES (3+4) (excluding Provisions & Contingencies) ^ 218075 ^ 1678.28 7477.15 
C OPERATING PROFIT (A-B) (Proft before Provisions & Contingencies) 590.20 560.30 2611.88 
. Provisions & Contingencies (Net) 374.27 303.40 1068.66 
____ = of which provisions for Non Performing Assets | 109.12 — 114.52 635.19 
E Provision for Taxes 25.00 70.00 200.00 
F Net Profit (C-D-E) 190.93 186.90 1343.22 
5 Paid up Equity Share Capital /^— 41000 — 410.00 410.00 
6 Reserves excluding Revaluation Reserves | 6608.86 — 5582.04 6608.86 
(As per Balance Sheet of previous accounting year) | 
7 Analytical Ratios ^. | | 
(i) Percentage of shares held by Government of india | 794376 € 73479 73.17% 
(il) Capital Adequacy Ratio Wren. 19.02% 12519 11.22% 
(ii) Earnings per Share (Rs.) (Not Annualised) |. ee 4.56 32.76 
| (iV) (a) Amount of Gross Non Performing Assets | 173804 233944 179261 
| (b) Amount of Net Non Performing Assets | 1 T2683 98785 879.18 
(c) % of Gross NPAs | | 2.15% — 3.86% 2.25% 
(d) % of Net NPAs [- 951€. | 1.67% 1.12% 
(V) Retum on Assets (Annualised) | ic. 088%: | 0.67% 1.01% 
8-1 Aggregate of Public shareholding x P^ | | 
Number of Shares in lakhs — | | Us. o 1100 1100 1100 
Percentage of shareholding — | 268399 2683X 26.83% 











Notes 
1 The above results have been jected to limited review by the Statutory Central Auditors 
Sa EEL UM are Te hae geen and were taken on record by the Board of Directors of the Bank at its meeting held on 20th 
0.06.2006 30.06.2005 31.0 July 2006. 
405 — ia ee 2 The working results for the quarter ended 30th June 2006 have been arrived at after 
"96.30 "n Mi Ge considering provision for Loan Losses, Standard Assets, Depreciation on Investments and 
"77095 229858 — 10088 Fixed Assets. However, Gratuity, Pension, Leave Encashment, Income Tax, Fringe Benefit 
"o IA p n t plos Tax and other contingencies are on estimated basis. 
OM /—— 4346 es OBEBBPO Pod 3 Number of Investors Complaints received and disposed off during the quarter ended 
p Ah x Y uere 281 E 30.06.2006: 
N = em Nes E ide i i) Pending at the beginning of the quarter  - Nil 
M du } oe (40 Biss 1 ii) Received during the quarter - 220 
d Mec ape uA 4 iii) Disposed off during the quarter - 220 
x rs "Is r^ p^ acc. iv) Lying unresolved at the end of the quarter - Nil 


EN, Figures of the corresponding previous period have been regrouped wherever considered 
— 9580 — necessary. 


DATE : JULY 20, 2006 A. K. MISRA M. B. N. RAO 
PLACE: BANGALORE Executive Director Chairman & Managing Director 
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Vorld crude oil prices have been 
steadily increasing since 
2002. They reached a historic 

high of $75 per barrel (not in terms of real 

dollars) in the first quarter of 2006. Within 
this backdrop of higher oil prices, another 
race of Alternate Energy Sources (AES) 
and New Energy Technologies (NET) to 
win the grand prize of larger share of the 
world energy market has started. The 
world energy market had seen such a race 
soon after the first oi! shock of 1973 which 
was further reinforced by the second oil 
shock that followed in 1979-80. These oil 
shocks were caused first by the Yom Kip- 
pur war, end then the Iranian revolution 
and Iran-Iraq war. 
However, unlike the first race which 
was induced by major oil supply disrup- 
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tion, the current one is the consequence 
of a combination of several smaller 
events. The first run up in crude oil saw 
prices zooming from about $11/bbl in 
1972 to $80/bbl (in terms of 2004 $) in 
1980. Then the prices fell to an average 
band of $25/bbl by 1986. This lasted till 
2002. As prices started coming down, 
the race for alternate energy sources 





also slowed down. Oil lost its share 
while other energy sources gained. But 
AES did not succeed in securing any sig- 
nificant market share. The question 
that now arises is, how will the current 
AES race develop? How will it be influ- 
enced by the oil prices in future? Exhibit 1 
shows two pricing scenarios. 

For a number of reasons, this time 
the race of AES and NET will gain mo- 
mentum instead of slowing down as 
happened during the first race. As the 
possibility of high oil prices looms 
large there is some urgency to look for 
alternate energy. This is also impor- 
tant as environmental concern of 
greenhouse gases produced by burning 
increasing amount of fossil fuels is 
gradually rising. There is a greater 


Alternative Energy 





likelihood of oil prices remaining high 
and even crossing the proverbial $100/ 
bbl level rather than falling to lower 
levels of $30 or $40/bbl as forecast by 
many energy analysts. 


What are renewable energy sources? 
Before we start discussing the role of 
AES in meeting the future energy de- 
mand, it may be useful to take a look at 
its classification. At present, we have 
commercial energy sources consisting of 
oil, gas, coal, hydro and nuclear power 
and non-commercial sources of energy 
like firewood (though in many places, 
this is not free), agricultural wastes, etc. 
While fossil fuels are non-renewable 
sources of energy biomass can be con- 
sidered renewable. IEA defines modern 
renewable as bio fuels, wind, solar, mini 
hydro power, marine and geothermal 
energy. Exhibit 2 is based on IEA clas- 
sification shows different kinds of mod- 
ern renewables and their uses. 

Because of high oil prices and the 
possible impact on the environment due 
to increasing use of fossil fuels, a grow- 
ing need to replace fossil fuels is being 
felt. Also, for many countries energy se- 
curity is a big problem because of uncer- 
tainty in securing the required amount 
of oil and gas at reasonable prices. 
Thus, there is not only a need to find new 
renewable energy sources but also to 
use fossil fuels in the most efficient way 
by developing new and improved 
technologies like hybrid cars, improved 
technology to produce oil shale, tar 
sands, etc. 


1971 1980 A 1990 2000 2010 2020 2030 


Source: EIA 





Exhibit 


Technology 
Biomass Energy 
Combustion (Domestic scale) 


Solar Energy 

Low temperature solar energy use 
Passive solar energy use 

Artificial photosynthesis 

Hydro power 

Geothermal energy 

Ocean Energy Systems 

Tidal barrage, wave energy, tidal currents, 
OTEC (Ocean Thermal Energy Conversi 


Hydrogen 
Source: [EA 





Participants in the energy market 
share race 
Of the several renewable energy 
sources, wind power shows the great- 
est potential today. The cost to gener- 
ate electricity through wind power is 
comparable to fossil alternatives, 
particularly when environmental 
costs are also taken into consider- 
ation. Photovoltaics have dropped by 
30 to 20% of their cost in 1980. Still 
they are uneconomical. Modern 
renewables like small wind turbines, 
Photovoltaic cells, small scale or mi- 
cro hydels are economical for distant 
villages where grid power can be very 
expensive. 

Solar thermal technologies have 
been providing heat and hot water for 
residential and industrial end-users 


2: Alternative Energy — A Snapshot 
Energy Product 





Heat (cooking, space heating) 
Process heat, steam, electricity 


Electricity and power 


for several years. They are competitive 
even without any subsidies. Marine en- 
ergy sources like tidal forces, ocean cur- 
rents, wave power, and thermal gradi- 
ents have yet to be developed. Fuel cell 
technology using hydrogen is found to 
be economical for some specific condi- 
tions. However, the basic problem in 
the extensive use of hydrogen cells is 
its cost and also the source for generat- 
ing hydrogen. If fossil fuels are used to 
generate hydrogen, we have not solved 
the fundamental problem of reducing 
fossil fuel dependency besides the in- 
herent high cost. 


Economics of bio fuels 

We have achieved much progress in 
developing and using bio fuels like 
ethanol, and bio diesel. But their eco- 
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nomics is still questionable. In the 
US, variable costs for bio diesel is 
$2.85 per gallon (while wholesale die- 
sel costs about $2.00 per gallon today) 
from soybean oil and $1.55 from yel- 
low grease. Even then their maximum 
potential is about 0.08 MMBD. In the 
case of ethanol, economics is slightly 
better. Variable cost to produce etha- 
nol from corn is about $1.20 per gallon 
and $1.00 per gallon from cellulose. 
Total maximum potential is about 1.8 
MMBD which is not insignificant in 
relation to 9 MMBD of gasoline de- 
mand in the US. Brazil has been the 
leader in the use of ethanol to replace 
gasoline for powering their transpor- 
tation. At high oil prices, ethanol 
appears to be a viable alternative 
to fossil fuels even in the absence of 
subsidies. 

In case of India, where demand for 
sugar is finely balanced, land is lim- 
ited, food production needs to be in- 
creased and water is always scarce, 
economics of ethanol is unlikely to be 
attractive. According to Nimbkar Ag- 
ricultural Research Institute (NARI), 
there is a need to develop technology 
to convert residues left after harvest 
(consisting of cellulose and hemi cellu- 
lose) into ethanol. This will help in 
producing food and fuel from the same 
piece of land. NARI claims the cost of 
producing ethanol from sweet stalk 
sorghum to be just Rs. 10 to 14 per 
liter ($0.90 to 1.26 per liter). 

Unlike the US and Brazil which 
have the luxury of diverting resources 





to produce ethanol instead of feeding 
the people, India may not have that 
alternative. However, it is not so in 
case of bio diesel. In his speech on al- 
ternate fuels on April 18, 2006, Presi- 
dent APJ Abdul Kalam recently 
stated that India has about 60 mil- 
lion hectares of wasteland and 30 mil- 
lions of that can be used to grow Jatro- 
pha or such energy plantation, to pro- 
duce bio diesel. Each hectare can pro- 
duce about 2 tons of bio diesel at a cost 
of Rs. 20 per liter ($1.80 per gallon). 
At present, when oil prices are sky- 
rocketing this is certainly economical. 

There are other differing estimates 
which are less economically attractive. 
Some experts estimate that each hect- 
are can produce three tons of seeds 
which will yield just one ton of diesel 
and the cost to produce diesel after tak- 
ing into consideration a subsidy of 
Rs. 6,000 per hectare of investment 
will be Rs. 30 per liter ($2.70 per gal- 
lon). Potential of 30 to 60 million tons 
of bio diesel in comparison to the cur- 
rent diesel demand of about 42 million 
tons is quite huge. This will also create 
huge employment and an enormous 
amount of wasteland will be put to use. 
This is an alternative which should be 
followed by India in a mission mode as 
suggested by the president. 

In addition to the above AES, in 
case of developing countries like In- 
dia, alternate technology like smoke- 
less chulas, modern wood stoves, etc. 
can increase the efficiency of using 
firewood. Despite the high potential of 
this low technology, and enormous 
budget allocation over the years, pen- 


Exhibit 4: World Energy Source 
Changing market share 
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Source: BP and EIA 


etration of this technology has been 
slow. 

India has been a leader in developing 
and refining biogas technology using cow 
dung, human and animal waste, veg- 
etable waste, etc. This renewable tech- 
nology is also economical even without 
subsidy. However, the adoption of this 
technology is hindered despite the enor- 
mous efforts undertaken by the govern- 
ment. This is because of the populist 
pricing policy adopted by the government 
in selling petroleum products like kero- 
sene and LPG as well as electricity. 
When electricity is sold practically free, 
which villager will invest in biogas 
plants to produce methane? When kero- 
sene is sold below market price, what in- 
centive will be there to use biogas for 
cooking or lighting purposes? 


Role of ministry of non-conventional 
energy sources 

Annual budget allocation of Ministry of 
Non-conventional Energy Sources 
(MNES) for 2006-07 is Rs. 580 cr which 
is a fraction of ONGC’s budget of 
Rs. 14,400 cr. MNES estimates total po- 
tential power from renewables to be 
around 172,000 MW by 2032. This con- 
sists of 52,000 MW from biomass, 
45,000 from wind power, 15,000 mini 
hydro projects, 5,000 from bagasse and 
5,000 from Municipal Solid Waste 
(MSW). As on the end of 2005, there was 
7,160 MW of AES (wind turbine 4,434 
MW, cogeneration 867 MW, mini hydro 
project 1,748 MW, 3.8 million biogas 
plants and improved chulas 35.2 mil- 


lions) contributing to India’s energy 
needs. 
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Exhibit 5: India’s Energy Sources 


As planning commission has pointed out 
in its report, development of modern 
renewables have been driven more by 
subsidy considerations and achieving 
paper targets rather than real economics 
or real objective of reducing fossil fuel 
substitutions. Exhibit 3 shows the rea- 
sonable attractiveness for some of the 
renewables in India. 


Changing market shares of world 
energy sources 

As could be seen from the market shares 
of traditional commercial energy sources 
that are depicted in Exhibit 4, between 
1973 and 2003, oil’s share in the world 
energy market declined from 49 to 38% 
and is forecast to remain at that level till 
2025. While the share of gas, coal and 
nuclear energy sources have increased be- 
tween 1973 and 2003, those changes are 
marginal but for the nuclear energy which 
has gone up from 1 to 6%. The latest re- 
port by ExxonMobil titled “The Outlook 
for Energy” released in April 2006 also 
forecasts similar market shares for tradi- 
tional energy sources. Renewables like 
wind and solar energy are forecast to con- 
tribute not more than 3 million BD 
(MMBD) of equivalent oil energy in 2030. 
In comparison to the oil consumption of 
115 MMBD, this is very small. 

Two significant assumptions affect- 
ing these two forecasts by EIA and 
ExxonMobil are sufficient oil reserves 
(proven and yet to be discovered) and oil 
prices around $30/bbl. ExxonMobil's 
forecast is not explicit about the underly- 
ing crude oil assumption. Both these 
forecasts assume that the world oil will 
not peak any time soon. They refute the 
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argument of some of the experts who 
have forecasted that world oil will peak 
soon based on Hubert's principle. It is 
true that Hubert's prediction was accu- 
rate with respect to the US. But there are 
several experts who do not think 
Hubert's principle will hold good for the 
rest of the world. They also disagree with 
the argument advanced by Houston oil 
economist Mathew Simmons in his often 
quoted book Twilight in the Desert where 
he has challenged the huge proven re- 
serves of Saudi Arabia and also their ca- 
pability to increase substantially above 
the current production of 10 to 12 
MMBD. 


Changing market shares of India's 
energy sources 
While developed world uses mostly com- 
mercial energy sources, India's depen- 
dence on non-commercial resources 
(mostly biomass) like firewood, agricul- 
tural wastes, etc. may be as much as 
35% amounting to about 114 million tons 
of oil equivalent (MTOE) in 2003. Based 
on the data of Ministry of Non-conven- 
tional Energy Sources, modern 
renewables might have contributed 
about 4 MTOE. It is assumed that contri- 
bution from non-commercial sources at 
best will remain at the same level of 114 
million tons and contribution of modern 
renewables will be about 60 million tons. 
If India's energy market develops 
along the scenario given by the planning 
commission in their draft Integrated En- 
ergy Plan, then oil share will decline 
marginally from 27 to 24% in 2031 (See 
Exhibit 5). Gas share will increase from 
7 to 11%, coal from 37 to 42%, nuclear 


energy from 1 to 8% while share of biom- 
ass will go down from 26 to 7% and share 
of renewables will go up from 1 to 5%. As 
standard of living goes up in villages, it is 
to be expected that use of non-commer- 
cial energy resources in rural areas will 
go down and commercial energy whether 
from renewables or non-renewables will 
bound to go up. 

In one sense this is a brave forecast. 
During the last 60 years, India’s achieve- 
ment to improve the living standards of 
rural population has not been all that 
impressive. Continuing dependence of 
rural people on non-commercial sources 
of energy like destruction of forests for 
firewood has been unreasonably high. 


Conclusion 
To promote renewables, there should be 
a greater appreciation of India’s energy 
security needs since we are facing a grave 
energy crisis. This is not on the national 
agenda of the country or any of the politi- 
cal parties. We have seen how subsidies 
are misused especially in energy sector. 
The government needs to streamline en- 
ergy pricing policy both in electricity and 
petroleum sector if it wants to promote 
the use of renewable energy sources. 
Mere sloganeering or setting mission 
statements as we have done in the past 
is not likely to make much difference. 
Just like our petroleum navaratnas 
are able to supply petroleum products 
with reasonable level of professional ex- 
pertise despite usual bureaucratic prob- 
lems, the government needs to promote 
private sector companies in renewables. 
This needs to be supported by appropri- 
ate legal and regulatory framework with 
sufficient fiscal and government sup- 
port. It is only then that India will be 
able to achieve the full benefit of the ex- 
pertise it has in modern renewables. 
Even if the rest of the world is not plan- 
ning for the beginning of the end of oil era, 
India should do so to take advantage of 
its technical expertise, taking into con- 
sideration geopolitical reasons, and lim- 
ited oil and gas reserves. /^ 


The views expressed herein are the personal opinion of the 
author but not of the organization he represents. 
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It is by employing necessary technology to reduce GHG emissions, Indian 





companies can earn CERs that can be sold at a price in the emerging multi- 


billion-dollar market in the global emissions trading. 


— DG Prasad 


Economist, 


Multi Commodity Exchange of India Ltd. (MCX). 


— V Shunmugam 
Chief Economist, 
Multi Commodity Exchange of India (MCX). 








Climate change is for real. We have just a 

small window of opportunity and it is 

closing rather rapidly. There is not a mo- 
ment to lose. 

— Rajendra Pachauri 

Chairman, Intergovernmental Panel 

on Climate Change 


nvironmentalists from around 
the world attribute the sudden 
spurt in natural calamities dur- 
ing 2005 to the increasing Greenhouse 
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Gas (GHG) emissions. The impact of 
these calamities on human settlements 
further strengthens the predictions of en- 
vironmentalists and ecologists about glo- 
bal warming caused by increasing GHG 
emissions. Of late, as the GHG emission 
has begun impacting the humanity, a 
number of voices raised against such 
harmful emissions. This had changed the 
way respective governments and compa- 
nies looked at themselves in terms of their 
responsibility for a cleaner environment. 


With growing concerns among na- 
tions to curb pollution levels while 
maintaining the growth in their eco- 
nomic activities, the emission trading 
industry had come to life. Looking at 
the growth of the carbon trading in the 
recent years, many analysts believe 
that the present level of carbon market 
would represent just the tip of an ice- 
berg and could be the beginning of the 
biggest financial market in the world. 
With the increasing ratification of 
Kyoto Protocol (KP) by the nations and 
rising social accountability of polluting 
industries from the developed nations, 
the carbon emissions trading is likely 
to emerge as a multi-billion-dollar 
market in global emissions trading. 

Many experts have predicted well in 
advance that there will be platforms de- 
veloped on the lines of commodities 
bourses to trade in carbon emission-re- 
lated products and their derivatives. 
However, many would wonder how the 
trading in carbon emission products 
could take place. Before answering the 
question, there is a need to understand 
the Kyoto Protocol (KP), which would 
form the backbone of the carbon trading 
industry. 


The path so far 

Various climatic models developed by 
experts indicate that the days are going 
to be warmer in some areas and there 
could be freezing cold temperatures at 
night in some other areas due to dif- 
fused concentration of greenhouse 
gases in the atmosphere in the short- to 
medium-term. 

Kyoto Protocol (KP), a subsidiary le- 
gal instrument to the United Nations 
Framework Convention on Climate 
Change (UNFCCC), has been formu- 
lated to facilitate the process of reduc- 
ing GHG emissions and to provide ac- 





Carbon Credits 





countability among the polluting na- 
tions. All signatories to the KP have 
agreed to reduce their greenhouse gas 
emissions in a gradual manner. At 
present, as per the KP, there is a legally 
binding agreement among industrial- 
ized nations, henceforth to be referred 
as “Annex B” countries, to reduce their 
collective emission of greenhouse gases 
by an average of 5.2% as compared to 
the 1990 emission levels by the com- 
mitment period of 2008 to 2012 and ac- 
cordingly Annex B countries were set 
targets (Refer Exhibit). 

While the caps were levied on the na- 
tions, they were supposed to pass these 
along to the polluting industries or pub- 
lic utilities to reduce their emission lev- 
els. Unless there is a process change, the 
binding on the part of industries or pub- 
lic utilities in the developed countries to 
stick to the KP emission norms would 
become a do-or-die proposition. The 
three mechanisms — Joint Implementa- 
tion (JD, Clean Development Mecha- 
nism (CDM), and Emission Trading— 
enable the parties (signatory countries of 
the KP) to tap the opportunities to re- 
duce the emissions anywhere in the 
world, thus bringing a level playing 
ground for all the countries. Keeping in 
view, the deadline for meeting the KP 
emission levels, industries/public utili- 
ties/nations were given the option of pur- 
chasing the Certified Emission Reduc- 
tions (CERs) generated by the cleaner 
industries from non-Annex B countries 
(henceforth referred to as Clean Develop- 
ment Mechanisms (CDMs) and the 
cleaner projects generating Emission 
Reduction Units (ERUs) within Annex I 
countries (henceforth referred to as Joint 
Implementation (JI)). 

The JI mechanism allows Annex I 
countries to implement such projects 
that reduce emissions or enhance re- 
movals of emissions in other Annex I 
countries (other signatory industrial- 
ized countries and/or economies in tran- 
sition). This bestows the investing An- 
nex B party with the ERUs generated 
by the projects that could be used in 
meeting its emission targets. 

The second popular mechanism, 
CDM, allows the Annex I parties to re- 


duce emissions by buying the carbon 
credits known as CERs generated by 
the CDMs ofthe non-Annex I countries, 
whilst encouraging non-Annex B coun- 
tries to use clean technologies and 
work towards achieving sustainable 
development. 

Considering the spatial and tempo- 
ral dimensions in emission reduction 
commitments of nations and their in- 
dustries, the need for an efficient trad- 
ing mechanism was strongly felt 
among the parties to the KP. Therefore, 
to smoothen the process of achieving 
the objective of reducing GHG emis- 
sions, countries were given the option 
of trading in two monitored/certified/ 
verified/standardized mechanisms of 
CDMs and JIs in order to meet their 
KP commitments. 


Emission Trading System 

The Emission Trading System (ETS) is 
a well-recognized approach to emission 
reductions. It works on the "cap-and- 
trade" principle, where all signatory 
countries are allowed to trade their 
transferable allowances with other par- 
ticipating countries. In the only opera- 
tional ETS in the world, i.e., the EU 
ETS, all industrial emitters of CO, are 
allocated the installation-specific trad- 
able allowances (henceforth referred to 
as European Union Allowances 
(EUAs)), indicating the amount of CO, 
they can emit during each year. The 
companies that are falling short of the 
target are enabled to buy allowances 
from those who have surplus EUAs as 
per the EU ETS scheme or buy CERs/ 
ERUs (non-transferable until mid- 
2007) for compliance purposes. For in- 
stance, in order to comply with the tar- 
gets, Annex I countries that are falling 
short of their target are likely to buy car- 
bon permits either from other Annex I 
countries with surplus allowances or 
with CERs generated through CDMs 
from the developing countries (non-An- 
nex I). 

Specifically, countries that have to 
incur high abatement costs with regard 
to reduction of GHG emissions would 
prefer to buy carbon permits rather 
than undertaking more expensive 





abatement control measures to enable 
compliance with KP. Countries that en- 
joy low abatement costs undertake 
measures to meet their Kyoto commit- 
ments and sell their excess emission 
allowances for a price. Typically, coun- 
tries would pass on the baton to the 
manufacturing industries/public utili- 
ties, and these companies would have to 
plan their existing and future emission 
status. As the world approaches the 
commitment period of 2008-12, ana- 
lysts warn that if the commercial indus- 
tries/utilities located at Annex I coun- 
tries are going to fall short of the emis- 
sion norms, they will have to pay a hefty 
price to buy it (carbon permit). Specifi- 
cally, developed countries like the Ger- 
many, Canada, Japan and many Euro- 
pean countries are way off the agreed 
targets. Hence, they would more likely 
become the largest buyers of carbon 
credits. Bearing in mind the rush for 
buying carbon credits by companies 
from the Annex I countries, the prices of 
carbon credits traded in Europe have 
increased steadily. 


Futures trading in carbon credits 

Currently, futures contracts in carbon 
credits are actively traded in the Euro- 
pean exchanges. A carbon futures con- 
tract is an agreement between two par- 
ties, either to buy or sell the carbon 
credit at a predetermined price and at a 
specified period. The underlying unit 
(carbon credit) that is being traded 


Chartered Financial Analyst g August 2006 g 25 





Energy Security 


Emission Targets for Some 
Annex | Countries 


The emission reduction targets for 2008- 


mtt 





2012 (with respect to 1990 levels) to be met 
by the industrialized countries under the 
Kyo:c Protocol are set out as below: 
Switzerland, Centra! & 

East European States, 

European Union -8% 
(if it participates in 

the Kyoto process) -7% 
Canaca, Hungary, Japan, 

and Poland -6% 
Norway +1% 
Australia +8% 
Iceland +10% 
For example, the US must reduce its emis- 
sions :o 7% below its 1990 levels within the 
“commitment period" of 2008-2012. That is, 
the US emissions must average 7% below its 
1990 levels over the five years of the commit- 


woulc be an electronic certificate bearing 
a unique serial number indicating the 
countrv of origin and sequestration year. 
Analysts advise companies operating in 
the Annex I countries to take a buy posi- 
tion (long position) in the current market 
for carbon futures to mitigate the possi- 
bility of increasing prices of carbon cred- 
its. In fact, many companies actively par- 
ticipaze :n this market to manage the 
price risks associated with the trading in 
carbon credits. The most prominent risk 
associated with carbon trading is the 
failure cn the part of member countries 
with regard to compliance with KP. The 
other risk is the uncertainty in the conti- 
nuity cf KP after the current commit- 
ment period of 2008-12. 


Emissions trading exchanges 

Keeping in view the risks associated 
with fuzures contracts in carbon credits, 
trading in futures contracts in carbon 
allowances has now become a reality in 
Europe with burgeoning volumes. Cur- 
rently, there is active participation by 
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public utilities, manufacturing entities, 
brokers, banks, and others. The Euro- 
pean Climate Exchange (ECX), a sub- 
sidiary of Chicago Climate Exchange 
(CCX), remains the major exchange 
trading in European environmental in- 
struments that are listed in the Inter- 
continental Exchange (ICE), previously 
known as International Petroleum Ex- 
change (IPE). The successful settle- 
ment of December 2005 contract in ECX 
without any hitches led to a quantum 
jump in the volumes of carbon credits 
being traded. ECX remaims the market 
leader, having a market share of 65% of 
total exchange traded carbon contracts, 
and deals with both the spot and fu- 
tures contracts in carbon eredits. 

The CCX was established to pro- 
mote voluntary commitment to emis- 
sion reductions. Due to the non-ratifica- 
tion of the KP by the US, this remains 
an exchange with voluntary partici- 
pants who largely buy offsets from Bra- 
zil. This is a pilot project wherein some 
of the North American companies vol- 
unteered to cap their GHG emissions 
during the baseline period of 2003-06. 

The Multi Commodity Exchange of 
India Ltd. (MCX) entered into a strate- 
gic alliance with CCX in September 
2005 to initiate carbon trading in India. 
As per the licensing agreement with 
CCX, MCX can list its mimi version of 
ECX Carbon Financial Instruments 
(CFD and Chicago Climate Futures Ex- 
change (CCFE) Sulphur Financial In- 
strument (SFI) on the MCX trading 
platform. With India supposed to be a 
major supplier of carbon credits, the tie- 
up between the two exchanges is ex- 
pected to ensure better price discovery 
of carbon credits, besides covering risks 
associated with buying and selling. 


India as the potential supplier of 
CERs 

With its fastest growing economy, India 
provides plenty of opportumities to the 
Annex I parties to finance infrastructure 
investment to generate CERs in the 
country. Typically, most developing 
countries being the non-Annex I coun- 
tries, they possess greater incentive and 
potential to install and operate cleaner 


technologies, which would help generate 
carbon credits to be sold at a price. CDM 
helps developing countries to install and 
operate emission-reducing projects 
through effective transfer of expensive 
technologies that under ordinary circum- 
stances the developing countries cannot 
afford to buy. Analysts forecast that the 
trading in carbon credits would touch 
US$100 bn by 2010. 

Keeping in view the potential market 
size for carbon credits, India would be in 
a position to reap maximum benefits as 
it generates carbon credits through 
projects eligible under CDM and/or de- 
velops huge tracts of social forestry pro- 
grams also known as "Carbon Sinks". 
Emerging carbon credit markets offer 
enormous opportunities for the upcom- 
ing manufacturing/public utility projects 
to employ a range of energy saving de- 
vices or any other mechanisms or tech- 
nology to reduce GHG emissions and 
earn CERs to be sold at a price. Further, 
these companies could also benefit from 
the incentives provided by the govern- 
ment for such projects. 

The National CDM Authority lo- 
cated at the Ministry of Environment 
and Forests is expected to provide as- 
sistance in the development of cleaner 
projects and their clearance for further 
forwarding it to the UNFCCC for the 
final approval of the CDM authority of 
the UNFCCC and certification of the 
subsequent CERs generated by the 
project. 


The path ahead 

With the recent spurt in trading in emis- 
sion-related futures contracts, it shall be 
proclaimed that the futures trading in 
carbon credits is in the growth stage. 
However, market players agree that this 
market would have to pass through 
time-tested tough terrains to attain sta- 
bility. Besides, improving the environ- 
ment of the world as such, markets in 
carbon credits are also expected to pro- 
vide way for the much talked about con- 
cepts of *Equitable Development" and 
"Polluter Pays". «^ 
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Climate change has become a shocking reality. It is high time that countries 
worked together to minimize the dangers of climate change. 


— Karin Kneissl 


Expert, International Relations and the Middle East. 








devastating hurricane season 

which hit the Gulf of Mexico in 

late summer 2005 had a real 
impact both on the landscape of destruc- 
tion and on public sensitivity when it 
comes to the phenomenon of climate 
change. While the Bush administration 
still refuses to tackle the topic of carbon 
dioxide (CO,) emissions and global 
warming, the subject has made its way 
to the front pages of the US-media and 
into the cinema. Documentaries and ac- 
tion films on climate change, such as The 
Day after Tomorrow by Roland 
Emmerich, have been well received, and 
might be more successful in increasing 
the public's awareness than any other 
media. A study by a concerned insurance 
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company pointing out the danger of cli- 
mate change and the economic repercus- 
sions rarely quits the circle of the initi- 
ated. And, protests by ecologists who 
have been warning about the green- 
house-effect and global warming since 
the mid-1980s have never been taken 
serious by the decision-makers. 

But things are different since Hurri- 
cane “Katrina” led to the fleoding of New 
Orleans on August 28, 2005 —it provoked 
an enormous humanitarian crisis, hit the 
offshore oil exploration rigs and caused 
the standstill of the main refinery sta- 
tions in the southern states. The vulner- 
ability of the US economy in the after- 
math of such a hurricane and in the ab- 
sence of diligent disaster relief by the US 


authorities was highlighted. The price of a 
barrel of crude passed the US$70 mark. 
The International Energy Agency (IEA) 
had to put its petroleum reserves on the 
market in order to pre-empt a further 
price escalation. “Katrina” proved to be a 
literal watershed line for the US public. 
Climate change has become a shocking 
reality. It is high time that countries 
worked together to minimize the dangers 
of climate change. As long as “only” 
Bangladesh was hit by extreme monsoon 
rains or it was just the Sahel zone that 
suffered another drought, nobody took 
note of what had happened to the climate 
and did not seem bothered by the misery 
of the people in that part of the world. But 
once global markets were shattered be- 
cause of shortage of oil products in an al- 
ready tight downstream market, the at- 
tention of the media, political and finan- 
cial decision-makers was there. 

Since the very beginning of the plan- 
ning of the conference on “The Energy 
Gamble” it was clear that we would take 
into account the fact of climate change as 
a driving force in redefining tomorrow's 
energy mix on a global level. One cannot 
discuss the economic and geopolitical di- 
mension of energy without the impact of 
climate change. The panelists and par- 
ticipants shared our sensitivity and the 
ensuing debate gave ample food for 
thought as Ralitza Petkova and George- 
Wilhelm Gallhofer aptly describe in their 
article. When it comes to the North-South 
conflict this topic can easily provoke fur- 
ther tension in an already fragile relation. 
The large amount of emissions is mainly 
from countries with emerging markets 
and the developing world. It will be a 
tight-rope walk for diplomacy to strike 
the balance between global ecological con- 
straints and the evident needs of these 
countries to develop their economies and 
thereby cause more emissions. Let us 





take a closer look at what has happened 
so far in order to gain time in the effort to 
slowdown climate change, for we will not 
be able to pre-empt it since it is already 
happening. 


Need for a political framework 
British Prime Minister Tony Blair had 
put climate on top of his agenda for the 
British chairmanship of the economic fo- 
rum of the G8 during 2005. British diplo- 
macy did its best to convince Washington 
of the importance of the subject. However, 
so far to no avail. The existence of a cli- 
mate change is still denied by Washing- 
ton even though a study by the Pentagon 
mandated in 2003 tells a different story. 
Peter Schwartz and Doug Randall 
authored this thought-provoking analy- 
sis, “Imagining the Unthinkable” in 
which they sketch out the consequences of 
global warming which can lead to a sort of 
global icing due to the weakening of the 
Gulf Stream. Their conclusion is that cli- 
mate change will prove more dangerous 
than terrorism. No wonder this study was 
not widely discussed in the government 
circles. Nevertheless several US states, 
including the State of California, have de- 
cided to take action of curbing down emis- 
sions in spite of federal inaction. We are, 
to quote former US Vice-President Al 
Gore, “witnessing a collision between our 
civilization and the earth”. The key prob- 
lem today is the failure of our elites to 
understand the manifold warning signals 
and respond. Leadership means affirm- 
ing common values, identifying priorities, 
making strategic choices, motivating and 
mobilizing support. 

“But this leadership in the guise of a 
clear-cut and long-term political frame- 
work is missing”, Lord John Browne, 
Chief Executive of British Petroleum, has 
correctly stated at various instances that 
it is not only up to the companies to inno- 
vate technology, look for better environ- 
ment-friendly exploration, better refining 
methods, and new forms of renewable en- 
ergy. Lord Browne regularly calls upon 
the political leaders to ensure a frame- 
work that offers predictable legal norms 
within which companies will know how to 
act. The same bottom line of arguments 
can be found in the study on climate 


change made by the insurance company 
Allianz and the environmental organiza- 
tion World Wildlife Fund presented in 
London in June 2005. Political action is 
indispensable for tackling the threat of 
climate change according to Joachim 
Faber, Chief Executive of the Allianz 
Group. The constant pressure on govern- 
ments stemming from investors might 
offer new opportunities. Given the rising 
role of the insurance companies which 
take over the banking sector at a global 
level, it is their voice in tandem with eco- 
logical pressure-groups that can bring in a 
change. This is the case of this coalition 
between Allianz and the World Wildlife 
Fund. 

New dynamics are badly needed. 
There are far too many processes and too 
little action. Kyoto or other similar pro- 
cesses have given governments the per- 
fect excuse to postpone environmental re- 
form in their domestic energy sectors. 
They claim the need for a global treaty 
that has been agreed and ratified, on the 
pretext that a global framework is essen- 
tial to preserve international competi- 
tiveness. 


Emission trading — A solution? 

Inspired by the US-trading scheme on 
sulphur dioxides in the 1980s, the EU 
established the CO,-emission trading 
scheme, which officially started in May 
2005 at the stock exchanges in London 
and Leipzig. Expectations were high 
that market forces rather than rigid 
regulation on emission-limits would 
stimulate both enterprise and environ- 
mental protection. With this scheme, 
the EU had chartered into new waters, 
but those proved to be rather stormy. 


és 
Political action is 
indispensable for tackling 
the threat of climate 
99 


change. 
— Joachim Faber 
Chief Executive 
Allianz Group. 
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The assessment after one year of trad- 
ing has not been very successful. De- 
signed to discourage the production of 
greenhouse gases and encourage invest- 
ment in cleaner forms of energy, it has 
rewarded polluters rather than penaliz- 
ing them and has failed to boost alter- 
natives. Volatility and uncertainties 
dominate and give rising concern to its 
efficiency. Both investors and environ- 
mentalists are rather disappointed by 
the current state of affairs of this new 
type of trading. 

Primo, the allocations, i.e., the per- 
mits given to companies through which 
they could acquire a so-called “right to 
pollute”, provoked extra production costs 
which were passed on to the consumers. 
The electricity costs rose in Kyoto-land 
and many EU-based companies threat- 
ened to further outsource their produc- 
tion plants in the light of these new ex- 
penses. 

Second, the scheme suffered from an 
inherent problem from the beginning: 
Nobody knew how much greenhouse gas 
would be produced by the 13,000 facto- 
ries in the scheme’s first phase. Instead 
of creating a shortage of certificates in 
order to create incentives for traders and 
companies, a surplus of certificates has 
been witnessed. The result was a tre- 
mendous fall in share prices. After a con- 
stant rise in price from 10 to nearly 30 
euro per tonne of CO, emissions in the 
course of 2005, in mid-May the price fell 
to below 10 euro. 

Thirdly, the current phase will last 
only for three years. Nobody knows what 
level of allowances will then be set. Since 
the rate of return for cleaner power-gen- 
erating technology is five years, there is 
no real incentive to invest in these tech- 
nologies. The Ottawa Conference on cli- 
mate change in November 2005 could 
not create a clear time-horizon for the 
period after 2012, crucial for the further 
implementation of the Kyoto Protocol. 

Fourthly, a wide range of legal insecu- 
rities has emerged. Various companies 
are suing governments with regard to the 
number of allocations. 

Critics of the allocation system, there- 
fore, repeat their original demand to auc- 
tion these certificates rather than to con- 
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cede them on the basis of default data. 
Given all the speculation that has evolved 
around this new trading business which 
also gave rise to a large network of 
consultancy businesses one has to ask 
oneself whether we have witnessed some 
sort of emission-trading bubble. Such a 
skeptical assessment might sound a bit 
provocative, but those propagating the 
emission-trading in its current form are 
in a dilemma, as we could witness in the 
course of the conference working-groups 
dealing with the topic. 

The system as such should not be dis- 
credited altogether. But what went wrong 
has a lot to do with bad implementation, 
with too many interested parties wishing 
to make a profit out of the scheme. The 
desire by the European Commission to 
extend emission-trading to aviation is, 
therefore, more controversial than it has 
already been. The airline industry does 
not want to face another burden in a 
highly competitive business-environ- 
ment. However, given the rapid growth of 
air travel, in particular due to the rise of 
cheap airfares, the production of green- 
house gases by the aviation industry is 
currently the fastest growing share of the 
overall emission. The airline industry at- 
tracts the attention of environmentalists 
and politicians. The counter-argument for 
the companies against the imposition of 
emission-certificates along the lines of 
the existing scheme is its current defi- 
ciency. So emission-trading in spite of its 
well-planned and negotiated prepara- 
tions does not provide the solutions badly 
needed in tackling climate change. 


Volatility of prices 

The best incentive for further substitu- 
tion of fossil energy remains the price 
level. Since 1999, we have seen a creep- 
ing oil-price crisis, but certainly not an oil 
shock as was the case in 1973-74 or in 
1979 when prices skyrocketed in the 
course of a few weeks. All the innovation, 
energy-conservation plans and substitu- 
tion of oil initiated as of 1974 were 
dropped, once the oil price fell in the pe- 
riod between 1982-85. It is impossible to 
foretell the oil-price developments for 
2006 to 2010. While certain factors point 
towards a price level that will go beyond 


US$100 per barrel, there are also vari- 
ous reasons why prices could fall. Let us 
take a brief look at this topic which 
amounts more to reading tea leaves than 
to anything else, but which shapes global 
economy: The future of the price of oil, 
which as the leading energy in the global 
energy-mix influences the prices of all 
other energy sources as well. 

The factors for an ongoing rise of the 
price level are as follows: A very volatile 
geopolitical situation in nearly all the 
main oil-producing countries, an ex- 
pected rise in demand from the emerging 
markets and the developing countries, 
and the decisive shortage in the supply of 
refined products. This problem of short- 
age will not be solved before at least five 
years, until a new refining capacity has 
been built. The prediction price of a bar- 
rel going further up is based on these 
important considerations. 

However, the price can also slide 
downwards. Oil producing countries face 
a rising insecurity in demand. Climate- 
change awareness and the political will 
to switch from fossil energy to alterna- 
tive forms of energy—be they nuclear or 
renewable—will lead to a decline in de- 
mand. The high price-level which so far 
has been rather well absorbed by most of 
the OECD-countries nevertheless has 
had its impact on a growing concern for 
inflation and only increases the perspec- 
tive for a downward trend. At the same 
time, both OPEC and non-OPEC produc- 
ers are investing more in tapping new 
fields and increasing the downstream- 
capacities. They may face the risk of an- 
other oil-glut soon when this fresh oil 
reaches the market. Within the ongoing 
dialog between OPEC and the EU the 
need for security in both supply and de- 
mand is, therefore, high on the agenda. It 
is evident that the oil producers do not 
wish to see a replay of the situation of 
1982-1985 when they were left with ex- 
cess capacities of more than 15 million 
barrels per day. In addition to this eco- 
nomic scenario for a price decline, we also 
have to take into account that a detente 
in the Middle East, for instance, in the 
context of a rapprochement between the 
US and Iran, can easily cause a decline of 
US$10 to 20 per barrel which amounts 


more or less to the risk premium of the 
future contracts for crude oil. Ifthe prices 
go down again—and this is not be ex- 
cluded in a rapidly changing world full of 
good and bad surprises—the need for 
cleaner energy might quickly evaporate 
in spite of all the awareness described 
earlier in this text and witnessed during 
the conference. The coalition of those 
countries and international actors pro- 
moting action on climate change is facing 
strong polluters such as the US and 
China who so far have shown little dispo- 
sition to curb down emissions. The prices 
will have their impact, but given their 
volatility these consequences can swiftly 
change direction. Therefore, we should 
not rely exclusively on the invisible hand 
of the market in order to do something for 
dealing with the effects of climate change 
we are experiencing. 


Conclusion 

It took the world’s most well-off nations 
more than seven years to bring the 
Kyoto Protocol into force following its 
signing in 1997. An alternative “cli- 
mate pact”, the Asia-Pacific Partner- 
ship on Clean Development and Cli- 
mate, emerged in 2005 contending that 
technology alone would solve global 
warming. The divergence between the 
so-called Kyoto-land and the other side 
is evident. Instead of putting forces to- 
gether to reach the common goal of tack- 
ling climate-change, national govern- 
ments, lobby-groups and experts tend 
to outplay each other. 

But the awareness of the dangers of 
climate change is definitely rising. Ac- 
cording to the BP, Chief Executive, Lord 
Browne, in the future, consumers will 
have a large role to play in deciding the 
success of new technologies. Consumers 
seem ready to pay for the protection of 
the environment. In Europe, more and 
more people get green electricity de- 
spite its higher price. Ten years ago, this 
would have been unimaginable. But we 
may have made a modest contribution 
to changing awareness and be ready to 
pay the price for it. «^ 
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M ENERGY SECURITY 


Alternative Energy 








Window of opportunity 


Venture Capitalists have spotted alternative energy as the next hot 


investment destination. 





ith oil prices shooting up- 

wards and increased concerns 

being shown ever global 
warming, Venture Capitalists (VCs) 
are looking beyond their traditional 
business to invest increasing sums of 
money in alternative energy compa- 
nies. Against this backdrop, most of 
the energy companies are revealing 
their business plans to investors, to 
identify advances in technology— 
cheap, powerful chips, more capable 
software and broadband communica- 
tions which will have an impact on the 
energy business, resultimg in more 
high-priced deals to be struck. In the 
recent past, four solar energy compa- 
nies attracted a stunning $60 mn. Ac- 
cording to a recent survey by the Na- 
tional Venture Capital Association, 
investments of Thomson Financial 
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and PricewaterhouseCoopers in alter- 
native energy companies are on the 
rise. VCs have invested $139.5 mn in 
solar, wind and geothermal energy 
companies through the second quarter 
of 2006, already surpassing the $95 
mn they spent throughout 2004. 


The renewed interest 

The recent US energy policy empha- 
sizes more on alternative energy for fu- 
ture energy needs. President Bush says, 
“The country is addicted to oil, which is 
coming from most unstable parts of the 
world, and hence we need to replace 75% 
of oil imports from the Middle East by 
2025.” The US economy is very optimis- 
tic that high oil prices would help in 
spurring the sustainable alternative 
energy boom. Even years before the US 
energy policy, VCs in the US spotted al- 


ternative energy or clean energy tech- 
nologies as one of the hottest invest- 
ment sectors since the oil price boom 
began in 2002. 

Against these developments, some 
segments in the alternative energy sec- 
tor have witnessed heightened action 
with valuations reaching new heights. 
For example, the solar energy compa- 
nies accounted for three large technol- 
ogy IPOs last year amounting to $800 
mn. GE’s wind power business has 
made $2 bn and global sales of solar 
panels have touched $11 bn, up from $7 
bn in 2005. Canada’s tar sands have 
been making money in the era of high oil 
prices. Even nuclear energy is getting a 
new look because it emits no green- 
house gases. So, alternative energy has 
become the darling of the financial 
world. 

Alternative energy, which is under 
the clean energy technology umbrella, in- 
cludes solar, wind, fuel cell and biofuels 
collectively attracting 70% of total in- 
vestments. VC Investments in the sector 
typically generate 20% return on invest- 
ment. The US-based VCs have invested 
$917 mn in alternative energy in 2005, 
which is a 28% increase over the previous 
year. Among all, solar energy is attract- 
ing huge investments due to its fast 
adoption rate and this market has grown 
up to 55% in 2005, i.e., $11.2 bn, and 
market for wind power jumped up to 
47%, i.e., $11.8 bn. On the other hand, 
biomass is capital-intensive, and wind 
energy not having risk/return profiles is 
discouraging the VCs. According to 2006, 
Cleantech Venture Capital Report on 
North American venture capital invest- 
ing, the investments on clean technolo- 
gies are up from 3% in 1999-2001 to 
5-6% by 2005. The report also says, by 
2009, it will jump to 10% of all VC in- 
vestment activity amounting to $6.2 bn - 


Innovation 





Matters! 





Customer Financial Products, Mobile ATM Service, Intranet, Flexi Deposit Scheme 
Start to finish service counters all in place to enhance Customer delight. 


The Jammu & Kashmir Bank is one of the fastest 
growing banks in India offering World class banking 
products and services to its customers. Our 
operating ethos is built around the four pillars of 
good governance: Transparency, disclosures, 
accountability and value. Based on these qualities, 
the bank has moved from strength to strength. 


For instance we are highly technology driven. Our IT 
strategy emphasizes an enhanced level of customer 
service through 24 x 7 availability, multi channel 
banking and cost efficiency through optimal use of 
electronic channels, wider market reach and 
opportunities for cross-selling. Besides, innovative 


products allow customers to make the best use of 
our infrastructure. 


Sure enough, these efforts have been duly 
reckoned, recognized and rewarded, with the 
prestigious Asian Banking Award 2005 being given 
for its ‘Development Project Financing Programme"; 
an award for Customer Convenience Programme; 
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much more. 


Today, we look back with pride and ahead with 
confidence, towards more milestones and more 
opportunities to serve esteemed customers. 
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Energy Security 


$8.8 bn invested as venture capital firms 
go to markets to raise capital. 

The early movers are high profile 
venture capitalist Vinod Khosla's 
KPCB, which has backed Google and 
Amazon before it went public. Now, 
Khosla is betting big on ethanol as re- 
placement to oil. Nevertheless, ethanol 
seems to be the next alternative to oil as 
it has attracted several prominent en- 
trepreneurs such as Microsoft’s Bill 
Gates and Richard Branson of British 
Airlines. In addition, VCs such as 
EnerTech Capital, Nth Power, Hydro 
Quebec Capitec, Envoy Capital Man- 
agement, Chysalix Energy LP and 
Draper Fisher Jurvetson are largely fo- 
cusing on solar and wind energy tech- 
nologies. Alongside these, private eq- 
uity players such as New Energy Capi- 
tal (NEC) and Riverstone have also set 
their sights on alternative energy. 

Even Asia's emerging powerhouses, 
China and India, could become the most 
attractive option to VCs due to vast de- 
mand for electricity driven by economic 
growth in these countries. VCs and in- 
vestors are pouring money into alterna- 
tive energy sources, specifically wind, 
biofuels and solar energy. China is also 
betting big on wind power with two con- 
tracts recently signed in two cities to 
build 1000 MW of wind power in 
Guangdong province with a 50-year Pur- 
chase Price Agreement (PPA). In India 
too, VCs and investors are investing in 
wind energy. Bessemer Venture Part- 
ners invested Rs. 100 cr in Shriram 
EPC, which manufactures wind mills; 
ChrysCapital had pumped :n Rs. 100 cr 
in wind power company, Suzlon. Reli- 
ance Capital and Temasek had bought 
2096 stake in power invertor major, Su- 
kam for $10 mn. Similarly, NRI busi- 
nessman Sivasankaran also an- 
nounced an investment of Rs. 600 cr in 
the wind energy sector. 


Expanding the horizons 

Automakers like Toyota and GM are too 
keen on alternative fuels which drive 
their engines. The efficiency gains with 
hybrid cars or by other means would be 
wiped cut with rapid increase in oil con- 
sumption as a result of economy growth. 
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The automobile industry is largely de- 
pendent on Internal Combustion (IC) 
engines run by oil; therefore, any further 
rise in prices would affect industry pros- 
pects poorly. 

The current hot favorites for alterna- 
tives to oil are biofuels, which can be 
blended with petrol. Hence, car makers 
are making their engines with flex-fuel 
capability. Another one is natural gas; 
gas-to-liquids can be blended into die- 
sel. Though these blends can be made 
from biomass and coal, but gas is the 
most likely option. Some argue that 
these blends will check OPEC's pricing 
power, but others opine that the blends 
won't make any significant dent on oil 
consumption. To use them to their best 
advantage, government subsidies to- 
wards green fuels are must. The fuel 
cells made from hydrogen can be the 
next big thing for automakers as hydro- 
gen can be made from any primary en- 
ergy source. GM is planning to commer- 
cialize fuel cell technology ready to be 
used in one million cars by 2010. The 
IEA predicts that renewable energy 
share will triple to 6% by 2030, but in 
some parts of the Western world, Eu- 
rope and California it will reach up to 
20%. The major drawback is commer- 
cial viability rather than conventional 
sources. The cost of producing lkwh is 
about 20 cents compared to 3 to 5 cents 
using conventional sources. One fore- 
most benefit from solar energy is the 
certainty of the electricity prices 
throughout the life of the solar panels. 
Because of subsidies provided by the 
government, renewable energy has been 
surviving since decades. But, even con- 
ventional sources have been receiving 
major portion of subsidies in some form 
or the other. 


Will it sustain? 

The previous oil shocks have prompted 
governments to switch from oil to power 
generation. But there is no viable alter- 
native to oil, which has left the world 
dangerously vulnerable to oil prices. His- 
tory has proved that curbing oil demand 
always keeps a powerful check on oil 
prices. Governments have encouraged 
and mandated fuel-efficiency norms to 


curb the oil demand. As a resultant im- 
pact of such policies, GDP growth has 
decoupled with oil consumption. The ear- 
lier failed energy booms of the 1970s and 
1980s showed that oil price drops could 
wipe out alternative energy booms. But, 
technological breakthroughs and carbon 
taxes signal that the present boom is 
more sustainable than those in the past. 
Moreover, the investors are relying on 
sustainability of the high oil prices to 
succeed in their renewable projects. 
Though the same cascading effects have 
not been felt as in previous oil shocks, it 
would be wise to bring in energy policies 
that hasten the end of the oil age. But, 
the oil behemoths give a different view on 
the fate of alternative energy, which is 
emerging as a great threat to them. 
Exxon forecasts that by 2030 IC engines 
will still make up over 95% of world’s ve- 
hicles. However, Lee R Raymond, 
Exxon’s CEO, thinks renewable energy is 
a complete waste of money and argued 
that global warming is an unscientific 
notion perpetuated by government scien- 
tists in search of funding. 

The politics of OPEC cartel and con- 
cerns over the energy security are driv- 
ing the current investments binge in al- 
ternative energy. This is the right time 
for oil consuming nations to come up 
with viable alternatives to oil, which 
would eventually end OPEC’s influence 
on the global economy. On the other 
hand, one can’t rule out every possibility 
of an artificial fallout of oil prices engi- 
neered by the OPEC cartel to make re- 
newable energy companies bankrupt. 
Much before the households reduce 
their dependence on oil and gas by 
switching to ethanol and solar panels, 
the VCs are wisely taking positions to 
garner blockbuster returns. As the alter- 
native energy deals are becoming dearer, 
VCs need to maintain strong discipline 
and should not get carried away. Though 
the VCs are extremely bullish on alter- 
native energy, indiscriminate investing 
may repeat the investment bubble as 
witnessed in the past. «^ 


N Janardhan Rao 
and Ravi Babu Adusumilli 
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B BUSINESS ENVIRONMENT 


Coal and Mineral Sector Disinvestment 





Challenges of Valuation 


Disinvestment of government stake in coal India and other commodity 
company is fraught with price-risk, particularly due to non-availability of 


comparable companies in the country. 


— Dipesh Kumar Dipu 


PricewaterhouseCoopers Pvt. Ltd., Hyderabad. 


ecently, the Government of In- 
dia proposed disinvestment of 
% stake in Coal India Limited 
(CIL) along with dilution in stakes to 
the tune of 1596 each in National Alu- 
minium Company Limited (NALCO) 
and National Mineral Development 
Corporation Limited (NMDC). The gov- 
ernment has also proposed disinvest- 
ment of 10% stakes in Neyveli Lignite 
Corporation Limited (NLC), which is 
the vertically integrated power produc- 
ing company in India. The common 
thread that joins these companies is 
that they are profit-making commodity 
companies. Due to political compul- 
sions, the government, however, has de- 
cided to freeze the proposals. As the dis- 
investment of stakes in these compa- 
nies is in line with the agenda of re- 
forms, the current stay on the process 
may be regarded as temporary. 

The process of disinvestment in coal 
and mineral sector is fraught with 
risks, particularly, price risks. The criti- 
cal first step in considering a potential 
sale of stakes is to know the current 
market value of the company. Value ap- 
praisal with regard to discounted cash 
flows may not always be appropriate. 
Asset-based approaches should also be 
considered due to the fact that the com- 
pany has huge underutilized and non- 
operating equipment along with re- 
serves which are not optimally tapped. 
There is substantial intangible asset 
base too, in terms of first right of explor- 


ing and exploiting any coal-bearing 
property and huge workforce. The CIL 
workforce is a unique accumulation of 
geologists and mining engineers. The 
coal industry at the threshold of re- 
forms will do good to value this man- 
power. Finally, the third approach of 
market-based methods of comparable 
companies and comparable transac- 
tions may not be strictly applicable for 
CIL for lack of such data. However, a 
comparison of multiples of global com- 
panies like BHP, Anglo American, and 
CVRD to assess the efficiency and pro- 
ductivity in relation to value will be 
good enough a reason to carry on this 
exercise. 

According to a survey conducted by 
PricewaterhouseCoopers of the chief ex- 
ecutives of top 20 mining companies in 
the world, it came out as a general con- 
sensus that the mining companies are 
generally undervalued. The reasons for 
such undervaluation may be ascribed to 
lack of reliable information on reserves 
and their values. Even the US GAAP 
and IFRS do not spell out in conclusive 
terms the processes and treatments for 
valuation, categorization and depletion 
of reserves; capitalization of explora- 
tion and initial development expenses; 
and impairment of associated assets. 
These issues are likely to manifest in 
more precarious forms in India since 
the companies have not been in a prac- 
tice of disclosing, or even tracking, such 
assets and their values. 


The standard of value 

The first and foremost challenge in the 
disinvestment process is to determine 
the standard of value. The standards of 
value are fair market value, investment 
value, and intrinsic value. The fair mar- 
ket value is defined as the value that any 
willing buyer in the market will offer for 
a business or asset without any compul- 
sion with adequate information. The in- 
vestment value on the other hand is the 
value for a specific investor and takes 
into account the synergy benefits that 
investor may have if the transaction is 
through. The intrinsic value is an ideal 
case value and is assumed to be the true 
value of business or asset. While these 
methods may sound simple, the applica- 
tion of these standards determines their 
suitability and usefulness. Selection of 
unsuitable standards may lead to dis- 
putes. In case of disinvestments, the 
usual route is to consider fair market 
values. However, the experience of disin- 
vestment so far, including the case of 
BALCO, is that the acquired entities 
have gone to become part of the conglom- 
erates and the synergy benefits have ac- 
crued to the buyers. In case of dilution of 
stakes where an extent of 15% is con- 
cerned, such considerations may not pre- 
vail and hence, fair market value stan- 
dard should be the chosen one. 


Approaches to value 


The three approaches to valuation, 
namely, income, market, and asset ap- 
proaches have their applications. In- 
come approach is considered applicable 
for operating businesses and assets. The 
concept behind the income approach is 
that business or asset values are the 
present values of all future cash flows. 
While income approach is widely applied 
in the industry, it is not free of flaws, par- 
ticularly so in case of disinvestments. 
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There almost always exists scope of im- 
provement in efficiency and potential of 
optimizations in privatizations. Hence, 
projections made on as is basis may 
have a downside bias. The two generally 
accepted methods in income approach 
are discounted cash flow method and 
capitalization method. The capitaliza- 
tion method is applied for companies in 
steady state with regards to growth and 
expansion. Since there is a large scope of 
expansion of Coal India in light of the 
projeeted acute shortage of coal, dis- 
counted cash flows should be the pre- 
ferred method. 

The market approach on the other 
hand is applicable for similar companies 
with operations of similar nature and 
dimensions or similar transactions. 
This approach is simplistic but has a 
degree of subjectivity involved in selec- 
tion of comparable companies and trans- 
actions, applicable multiples, and recon- 
ciliation of values arrived from these 
multiples. In the case of CIL, NLC, and 
NMDC, there is a lack of comparable 
companies and there are no comparable 
transactions either. Nevertheless, for 
NALCO disinvestment, BALCO and 
HINDALCO (Hindustan Aluminium 
Company Ltd) provide a benchmark. 
However, the population size being 
small, and also the valuations being dis- 
puted, the method may not indicate an 
accepzable value. 

The asset approach is applicable for 
asset-intensive businesses. It is also the 
preferred approach for liquidation. The 
most common application of this ap- 
proach for a going concern is observed in 
the application of Net Asset Value 
(NAV) method. For asset-intensive min- 
ing companies like CIL, asset approach 
may be a supplement to the income ap- 
proach. The company may have 
underutilized and non-operative assets. 
Their presence will make application of 
asset approach mandatory to supple- 
ment the value arrived at by the income 
approach. The asset approach also 
incorporates valuation of intangible 
assets. CIL being the de facto lessee 
of all coal-bearing properties in 
India aecording to Coal Bearing Areas 
(Acquisition and Development) Act, 


36 4 Chartered Financial Analyst 4 August 2006 


1957, should indicate existence of intan- 
gible assets. The valuation of such as- 
sets is, however, challenging and may in- 
volve use of highly analytical methods of 
real options. 


Counting the discount rate 

The discount rates should, however, 
match the cash flows being subject to dis- 
counting. If the cash flows considered are 
the benefits to equity holders, then the 
discount rate should be the expected rate 
of return on equity, and if the cash flows 
are cash flows to the firm, then the 
weighted average cost of capital is appli- 
cable. The computation of market rates of 
returns for debt and equity in mining in- 
dustry is challenging since a large num- 
ber of such companies are closely held gov- 
ernment companies. Many of these com- 
panies take pride in carrying zero debt on 
their balance sheets even in light of as- 
sets worthy of being secured against 
cheaper debts. Formulating, thus, the in- 
dustry prevalent capital structure, as is 
required for the application of income ap- 
proach, may be a tough task. 

For CIL, benchmark discount rate 
may be arrived at by taking a look at the 
industry premiums in the global markets 
and adding adjusted premiums to the In- 
dian risk-free rates. Adjustments must 
be made to accommodate the 
Indian stock market scenarios to arrive 
at justifiable premium. 


Discounts for marketability and 
minority 

The closely held businesses do not offer 
returns as publicly listed companies. 
The liquidity incorporated in the securi- 
ties by means of being actively traded in 
exchanges or over-the-counter markets 
reflects in the values of the securities. 
Hence, when drawing conclusions for 
value of a closely held company, the Dis- 
count for Lack of Marketability (DLOM) 
is applied. Similarly, discounts are ap- 
plicable for lack of control. A minority 
stakeholder is not expected to make sig- 
nificant decisions for the company and, 
hence, lack of control is reflected in the 
value of securities. This is evident from 
the premiums, acquiring companies 
pay for acquiring controlling stakes. 


The Discount for Lack of Control 
(DLOC) may be applied to values ar- 
rived at by any of the three approaches 
to valuation. This is dependent on the 
cash flow projections. If the income and 
cash flows are projected based on the 
lack of control basis, and normaliza- 
tions are not made for controlling inter- 
ests, DLOC is not applicable. 

For CIL, as with other companies on 
the anvil, the stakes are minority, and 
hence DLOM is applicable. From the 
US experience, the discount ranges 
from 5 to 30% and, hence, may signifi- 
cantly lower the value conclusions. How- 
ever, since the IPO is likely to compen- 
sate for this lack of marketability, 
DLOM may not be applicable and if ap- 
plied, may have lower extents. 


Conclusion 

The disinvestment process may have 
price risk for the government. Therefore, 
prudent valuation is a must. The risks 
are two prong; if the value arrived at is 
low, the government may sell stakes 
cheap and, thus, end up being deprived of 
much needed resources, and if the value is 
high, it may not attract investment. By 
setting floor prices for a book building pro- 
cess of IPO, the valuation exercise will 
help assess the proceeds from sale and 
may help the government decide whether 
to go ahead with the proposed sale. The 
other challenges associated with the pro- 
cess are also to curb vested interests. The 
investment bankers and brokers who get 
paid for “doing deals” may have vested 
interest and, hence, may not advise on the 
appropriate timing of sale to optimize 
disinvestment. Valuation from the mar- 
ket perspective that optimizes govern- 
ment returns and satisfies the disinvest- 
ment objectives should be done taking ex- 
treme care, particularly in the light of 
challenges such exercises pose. 

Lastly, it’s imminent for the govern- 
ment to initiate the disinvestment pro- 
cesses in the coal and mineral sector. Let 
us hope that good times roll for the Indian 
mineral industry. “) 


The views expressed are his own and do not 
necessarily reflect the opinions of the firm. 
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Jumbo's Jitters 





With the A380 hitting a major production snag leading to production and 
delivery time overrun, it threatens to turn into a crisis for Europe's largest 
aircraft maker, Airbus. However, it could be music to the ears of the arch 


rival, Boeing. 





ntil last vear, Airbus, Europe's 

largest aircraft maker, ruled 

the global aviatiom industry. 
The Franee-based firm had overtaken its 
American rival Boeing in order numbers 
in 2001, and in deliveries in 2003. And it 
looked all set to extend its reign with its 
much hvped A380 aircraft. Indeed, 
A380, nicknamed Superjumbo (for its 
capacity to carry over 550 passengers), 
which wes unveiled a year ago, was ex- 
pected to give an envious edge to Airbus 
over Boeing. However, as the world’s 
largest passenger jet developed produc- 
tion glitches, it is causing serious prob- 
lems for the Airbus and its parent, Euro- 
pean Aeronautics Defence and Space 
(EADS), as the delay in delivery of the 
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planes to clients is feared to cost the firm 
millions. It is not for the first time that 
the firm is facing engineering glitches— 
earlier, A350, which Airbus expected to 
compete with Boeing's 787 Dreamliner, 
too had to face technical problems. 

The delay over delivery of A380 
planes has already seen the parent 
EADS’ shares take severe drubbing on 
the bourses; EADS’ shares plunged by 
26% after the company acknowledged 
that A380 production delays would 
lower operating profits by a combined 2 
bn euros ($2.5 bn) between 2007-2010; 
$625 mn each year between 2007 and 
2010. “The delays, caused by difficul- 
ties in installing electrical wiring sys- 
tems, mean that some airlines now will 





have to wait about a year longer than 
expected to receive their planes", com- 
mented Business Week recently. Earlier, 
EADS announced that Airbus will de- 
liver nine A380s in 2007, and there will 
be five to nine fewer planes that sched- 
uled to be delivered in 2008 and five 
fewer in 2009. Airbus, in a separate 
statement, attributed the delay of an 
additional six to seven months due to 
“industrial issues." "This announce- 
ment comes as a big blow", said a 
shocked Noel Forgeard, former EADS' 
co-Chief Executive, who as Airbus' ex- 
boss oversaw the A380's development, 
to analysts in a conference call. Though 
Airbus has denied that there have been 
no cancelations so far, analysts express 
fear that this could nevertheless create 
significant problems for the aircraft 
maker. Already carriers like Singapore 
Airlines and Qantas have announced 
that they are in compensation talks 
with the European aircraft maker. To 
make matters worse for Airbus, some 
carriers have even announced that they 
are planning to take a relook at Airbus' 
American rival Boeing. In fact, 
Singapore Airlines has even gone ahead 
and signed a deal worth $4.52 bn for de- 
livery of 20 Boeing 787-9 Dreamliner 
range of airplanes, while Emirates Air- 
lines has announced that it may recon- 
sider its order of 45 A380s from Airbus. 
"This is very bad news from the stand- 
point of revenue and credibility", said 
Richard Aboulafia, an Analyst with the 
Teal Group, in an interview to 
Bloomberg. “You have a situation where 
cash is now not going to show up when it 
was supposed to and penalty payments 
are sure to follow”, he added. However, 
more important than the monetary is- 
sue is the issue of credibility, which 
could severely undermine Airbus' abil- 
ity to sign new customers. Sash Tusa, a 





Goldman Sachs Analyst, said, “This is 
very damaging to both the credibility of 
EADS management, and also to Airbus’ 
reputation for program management”, 
in an interview to the British news 
daily, Telegraph. “This delay not only 
has affected the share price and loss of 
clients, but will also reflect on its other 
aircraft production cycles, its financials 
and future aircraft orders”, Tusa added. 

Does this mean that Europe’s biggest 
aircraft manufacturer just might be 
heading for crisis time? Not really, say a 
section of experts. “I think it is just 
swings and roundabouts”, avers Mat- 
thew Lynn, Columnist with Bloomberg 
in London. He expresses confidence that 
just as Boeing came back after being al- 
most on the brink of bankruptcy, Airbus 
too would be able to bounce back. “You 
have to remember that 747 almost 
caused bankruptcy to Boeing — Airbus 
has done much better with the 380", he 
avers. He also adds that carriers will al- 
ways spread their business between 
Boeing and Airbus because they have to 
keep both in business. 

While the A380 mess has definitely 
helped Boeing to gain some strength, it 
has to fill many gaps before it can really 
capitalize on the opportunity. Boeing is 
working on its 787 Dreamliner (a 450- 
seat stretch version of the Boeing 747)—a 
competing model and also the most inno- 
vative lightweight jet line in its history. 
But, Boeing has noticed various technical 
and production problems related to 
Dreamliner, which is expected to hit the 
market in 2008. However, many analysts 
question that given its precedent crisis, 
will it be able to meet the crucial dead- 
lines with the technological demand of its 
customers and beat its archrival? 


Blame it on management? 

Airbus, owned jointly by EADS (80%) 
and UK's BAE Systems (20%), under- 
went a major transformation from a con- 
sortium to a force to reckon with in the 
global aircraft manufacturing industry 
under the able leadership of Noel 
Forgeard. He also managed the develop- 
ment of A380—one of the company's 
most ambitious projects. To maintain a 
balance of power between French and 


German shareholders, the Chief Execu- 
tive position has been shared between 
Noel Forgeard and Gustav Humbert. 
When Neol was appointed as the Chief 
Executive of EADS, he was compelled to 
become the sole chief executive of the 
company. However, he was later con- 
firmed as the co-chief executive. From 
then, things changed at Airbus. 

With the chiefs taking least interest 
in the company's activities, manufactur- 
ing took back seat. Problems popped up 
with the failure of A380 jet. Experts say 
that neither the French nor the German 
chiefs have bothered to look into the 
problems. This clearly illustrates that it 
is completely a managerial failure. 
Many even blame the dual management 
structure of Airbus for its financial woes. 
Company engineers have come across 
many technical problems but have never 
taken the issue to the top management. 
One of the leading magazines that 
quoted the experiences of some of the 
Airbus executives says that Airbus' cor- 
porate culture openly discourages its 
employees from alerting managers to 
potential problems, and with the fear of 
losing their jobs none of the employees 
dare to complain. 

To make matters worse, the com- 
pany officials, though fully aware of the 
delivery delay, were late to acknowledge 
the same to the firm's shareholders, who 
are now questioning the firm's strategy 
and the future of A380. Critics blame 
that Forgeard with his family had sold 
the shares in EADS just few days before 
announcing it publicly. Nonetheless, the 
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The big airlines will 
always spread their 
business between Boeing 
and Airbus because they 
have to keep both in 
99 


business. 
- Matthew Lynn 
Columnist with Bloomberg , 
London 


disclosure and subsequent displeasure 
amongst investors forced the firm to re- 
sort to management reshuffle. This has 
seen Louis Gallois replace Forgeard. 
Louis, the new co-chief executive, EADS, 
defending the move said, ^We will have 
to regain the trust of our customers, in- 
vestors and— not least—our employ- 
ees", to BBC news. 


Glitch's cost 

In an attempt to beat Boeing's 747, Air- 
bus came out with its dream product 
A380. However, the *superjumbo" jet 
problems have caused major setbacks to 
the company's strategy to counter compe- 
tition, especially from Boeing. The delay 
in the deliveries has caused Airbus to lose 
its clients and take a hit on its share price. 
Airbus now has to reimburse its clients 
for the delay. It has also affected the or- 
ders for its other aircraft. For instance, it 
has lost its major client —Singapore Air- 
lines shifted its order from A350 to 787. 
Jason Pereira, an airline analyst, said, “It 
is a setback to Airbus as 20 Boeing 787 
Dreamliners is a big order coming from an 
airline that Airbus hoped would make a 
significant order for the Airbus A350", in 
an interview to AFP. 

The shift has not just stopped with 
Singapore Airlines but continued with 
the Emirates, Airbus's big client (based 
on number of orders) with 45 orders, now 
reconsidering its deal, followed by the 
Australian Quantas and the Malaysian 
Airlines. “Boeing is eating Airbus’ lunch, 
certainly this year. And they'll do it again 
next year and for the foreseeable future, 
unless Airbus can pull a rabbit out of a 
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hat”, said Jim Smith, Aviation Analyst 
and Editor of Jane’s Transport Finance, 
to a reputed US news daily. True, Boeing 
787 is giving a tough competition to Air- 
bus 350, which is 20% cheaper. Airbus is 
also facing challenges for its A340, a four 
engine plane, from Boeing 777, with two 
engines. Aviation industry experts opine 
that with the fuel prices soaring, 
Boeing’s two engines are much more fuel- 
efficient compared to Airbus. Even 
Singapore Airlines’ boss reportedly criti- 
cized Airbus jets saying that they are 
uncompetitive compared to the Boeing 
787 planes. 


Boeing - Cashing in on crisis 

Airbus’ A380 engineering glitches could 
mean that after several years, Boeing 
may be all set to beat its archrival. Since 
Airbus is already facing tough times, 
Boeing is enjoying the boom, owing to the 
changing customer preferences and also 
the American firm’s ability to identify 
customers’ needs. With the increasing oil 
prices, the company has focused on fuel- 
efficiency and cost aspects as major 
planks to hard sell its planes to custom- 
ers in booming markets like China and 
India. Further, it has concentrated on 
smaller planes that are seeing more de- 
mand than big planes for even long haul 
flights, thanks again to their fuel-effi- 
ciency. Also, the 787 Dreamliner (a 330 
seater) is its most innovative and ambi- 
tious project ever undertaken. It is a light- 
weighted jet line, cost-effective and the 
company is expecting a potential earning 
from this model. However, it would not be 
easy for the firm to fill in the gap, even if 
orders rise. For, it could not easily scale up 
production, a fact the Seattle-based firm 
candidly admits. “It would not be impos- 
sible to increase production beyond 
what's scheduled, but it would be difficult, 
and the planes wouldn’t go online for 
some time” said Boeing’s spokesman Pe- 
ter Conte to Seattle Post-Intelligencer. 

The American aircraft indeed is gear- 
ing up fast not to let go the opportunity. 
With increasing demand from various air- 
lines and in order to meet the technical de- 
mands of the consumers, Boeing is 
outsourcing its manufacturing process, 
which is also said to be an effort to bring 





down the production cost significantly. For 
instance, it is outsourcing the most critical 
elements like wings and fuselage to 43 
“top-tier” suppliers across three conti- 
nents. Around 80% of the work is being 
outsourced for 51% of its planes. However, 
some experts have raised doubts about 
this strategy. They remind about the crisis 
that Boeing faced in the 1990s, when the 
company increased its production by cut- 
ting the cost in order to meet the looming 
demand of consumers, but collapsed. They 
say the present situation looks similar to 
the one in 1990s. Further, experts have 
found out problems with its 787 range of 
aircrafts. They say that though Boeing 787 
aircraft is light-weight, there are several 
flaws too. Like, recently, the test version of 
Dreamliner reported problem in fuselage. 
The problem, experts say, is that to keep 
the cost low the firm has used carbon-fiber 
material, where there is likelihood of many 
defects in the process. Another major prob- 
lem with Boeing is its dependence on elec- 
tric power rather than the mechanical 
power in order to reduce the weight. Also, 
as the firm is outsourcing to 43 different 
suppliers, the software used by all of them 
should perfectly match for the system to be 
error-free. With these complexities, critics 
say that for Boeing to win over Airbus is 
not that easy. 


Allis not lost, though 

Airbus can take heart in the fact that 
despite the announcement of the delay in 
deliveries, no airlines have so far can- 
celed their orders. Another positive sign 
is the booming emerging markets. The 


Aircraft Orders 
Gap wide open 


Airbus 


sizzling growth in the Asia-Pacific region 
has emerged as a key growth area for the 
aircraft maker. The firm has already re- 
ceived major orders from the region. For 
instance, Korean Airlines has ordered 
five A380 for $1.4 bn while Air China has 
agreed to buy 24 A320 aircraft for $1.74 
bn that will be delivered during 2007- 
2010. Lynn says, “Asia is the biggest 
growth market for air travel, and the 
market has always been driven by price. 
Whatever can produce the cheapest way 
of getting from A to B will win—and 
that’s probably going to be the 380.” Yet 
many experts say that with A380, Air- 
bus has made a strategic error. “EADS 
made a strategic error by opting for a 
jumbo-sized jet rather than a fuel-effi- 
cient model, especially if the price of oil 
increases further”, said Matthieu 
Raimbault of French brokerage Viel Tra- 
dition to Seattle Post-intelligencer. Fur- 
ther, with only a few of the airports in the 
world having infrastructure (including 
long runways and terminals) to deal 
with such large planes, it would be diffi- 
cult to promote the world’s first double- 
decked planes to other markets which 
lag behind in airport infrastructure, like 
India. 

All this means that the European 
aircraft maker has to tighten its seat 
belt to face stiff competition from 
Boeing, which is planning to make 
cheaper and effective aircraft. If it is suc- 
cessful with its new latest version, it will 
not be possible for Airbus and other com- 
petitors to beat it. But then no one can 
afford to overlook Airbus’ expertise in the 
aviation business. Matthew opines, 
“Don’t get distracted by day-to-day tur- 
moil. Airbus has spent 30 years plotting 
to become the world’s biggest plane 
maker. And so far, the strategy has 
worked. Boeing is reinventing itself as a 
manufacturer of smaller planes—but 
that is unlikely to be as profitable.” Nev- 
ertheless, it is going to be an intensifying 
battle in the sky in the coming days and 
A380s' fate will signal which way the 
battle will turn. «^ 

Amit Singh Sisodiya 
and Kavitha Putta 
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December 2006, the $6 bn-plus 

usiness Process Outsourcing 

(BPO) industry, which is also 
India's fastest growing industry, will 
complete 10 years of its existence. The 
BPO industry has been experiencing 
pathbreaking success and its share in 
the glcba! market for ITES and BPO ser- 
vices stands at 44% with $28 bn revenue 
in 2004-05 against the tota! global mar- 
ket worth of $40 bn. The scenario, how- 
ever, is nct as rosy as it looks. Akin to any 
other industry in its growth phase, the 
BPO industry is also going through its 
share of turbulence. The growth has been 
very spiky which has added to its 
troubles. As the industry comes of age, 
customers are constantly focusing on 
quality o? products and services. The old 
business models are no longer sufficient 
to cope with the growth. As the industry 
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The indian BPO industry has achieved tremendous growth in recent past. 
Will the industry be able to sustain its growth rate in future? 


Will the Boom Sustain? 








matures and consolidates, it's grappling 
with challenges allied to managing 
growth and combating competition. It 
needs to get more disciplined in manag- 
ing key issues like attrition, people devel- 
opment, wage inflation, infrastructure, 
moving up the value chain, and more im- 
portantly, implementing and executing 
robust security processes to ensure safety 
of client and customer data. 


BPO - Then and now 

The word outsourcing has its origin in the 
*competitive advantage theory" promul- 
gated by Adam Smith in his book The 
Wealth of Nations. Gradually with time, 
the meaning of the term outsourcing un- 
derwent a sea change. Initially, the term 
“outsourcing” was used during the indus- 
trial revolution, when countries shifted 
their manufacturing base to countries 


providing cheap labor. But the term has 
an entirely new connotation in today's 
scenario. 

Despite the BPO industry's recent en- 
try into the Indian scene, it has grown 
phenomenally within a short span of 10 
years, and has now become an important 
part of the export-oriented IT software 
and services environment. Zia Shiekh, 
CEO of Stream Asia-Pacific, opines, "It's 
been an amazing 10 years, especially con- 
sidering the fact that the third-party 
BPO/call center industry really kick- 
started in the year 2000 and we have only 
seen five years of action on that front. And 
it's really over the last five years that, In- 
dia has come to dominate the global BPO 
stage and proven that the McKinsey report 
of 1999-2000 was not hype, but actually 
turned out to be true.” He further adds, “In 
fact, McKinsey had to revise its projections 
upwards for the industry in 2002-03 itself, 
which demonstrated once again that the 
industry has surpassed all expectations. 
For example, when we started our com- 
pany in February 2000, little did we real- 
ize that it would be such a huge industry 
that would grow at such amazing speed 
over the next several years." 


The issues 

Everything in the BPO industry happens 
at a fast pace— from response to cus- 
tomer questions to launches and 
ramps. So it's not really surprising that 
the industry has accomplished more in 
its short lifespan in India than what tra- 
ditionally would be expected from a new 
industry. The sector is facing challenges 
that have to be overcome in order to 
maintain the momentum of India's lead- 
ership in the global markets. Zia says, "I 
firmly believe that we are now in a phase 
of consolidation and as with any other 
industry that grows so rapidly, there are 
challenges that need to be overcome." 





INTERVIEW 


Business Process Outsourcing 


While lower cost is certainly an important factor for clients, they are not lured just by it. Companies also place 
considerable importance on factors like social, legal, educational and security before offshoring. 


By December 2006, India's $6 hn-plus Business Process 
Outsourcing (BPO) industry will complete 10 years of its 
existence. Please comment on the performance of this 
industry. 

So far, the performance of the BPO industry in 
India has been spectacular. It has recorded an 
enviable 40-50% annual growth since inception. 
Growth in this industry is on account of compa- 
nies increasing the scale and depth of their ser- 
vice lines, targeting newer verticals, and focus- 
ing on niche offerings. Nasscom, the industry 
body for software and services companies, esti- 
mates revenues from the ITES and BPO indus- 
try to touch $8-8.5 bn this fiscal, up from $6.3 bn it earned in 
FY06. The future looks bright. 


LI 
t 


As the BPO industry in India is on its growth trajectory, what are the 
challenges that itfaces? What must the industry to do overcome these 
challenges? 

Challenges are a part of growth. The BPO industry is no 
exception to this rule. There are some challenges that need to 
be addressed, such as realigning organization structure to 
embrace the new trend of integrated sourcing (clients are 
seeking providers who have an integrated technology and 
operations strategy), revaluating security and compliance 
norms, winning strategic deals, attracting and retaining tal- 
ent and those on the infrastructure front. The industry 
should focus on enhancing talent pool, look at harnessing 
talent present in tier-2 cities, and place stringent emphasis 
on security and human capital development among others. 


Do you think the present business model is still relevant to the BPO 
industry as it has reached its growth potential? If not, then what kind of 
business model is required? 

The present model that is based on adding headcount may 
not be sustainable in the long run for two reasons. One, due 
to escalating salaries and the other due to emerging rival 
destinations. 

Besides cost savings, clients want year-on-year improve- 
ment in productivity. That is possible only if the BPO vendor 
can introduce substantial optimization in process through 
technology. Looking beyond just lowering their fixed cost 
through outsourcing, clients are seeking to vary their cost 
structure. Client expectations can only be met if vendors can 
offer new business models like iTOPS (integrated Technol- 
ogy and Operations). The iTOPS model enables us to take 
complete control over technology and operations of the cli- 


N Ramachandran 
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ents and improve them substantially. This 
model gives us the ability to offer transaction- 
based pricing model, which means that clients 
benefit through a combination of cost savings, 
process improvements and predictability of 
costs. 
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With revenues growing at 40-50% year-on-year, can 
this rate of growth be sustained in future? 
The potential that the global BPO industry of- 
fers is large; therefore, there is scope for sub- 
stantial growth. That said, vendors should 
quickly spot developing trends and mould their 


business models accordingly to keep pace with the current 
growth rate. 


Where do you see the industry in the next few years? Is there a need for 
a radically new way of approaching the future? 

Consolidation and stiff competition will result in fewer play- 
ers in the market. Integrated IT and BPO operations will 
become more common. Customers will demand from ven- 
dors, not just process improvements, but also productivity 
gains. 


How do you view the value chain of the industry? With the Knowledge 
Processing Outsourcing (KPO) sector emerging as the biggest rev- 
enue grosser, do you think it will surpass the BPO industry growth? 
KPO represents the second wave of offshoring to India. It 
also presents a huge opportunity for the country, considering 
the availability of the large pool of specialist professionals 
such as doctors, lawyers and financial analysts. A CII report 
pegs KPO’s potential to be $17 bn by 2010. 


What will be the future of the indian BPO industry as more countries 
emerge as low-cost destinations? 

Any geography that offers lower cost than India can in a 
sense be considered a rival. However, the advantages that 
India has in English language skills and the huge labor pool 
cannot be easily replicated. Our early head start in this busi- 
ness is a big strength. While lower cost is certainly an impor- 
tant factor for clients, they are not lured just by it. Compa- 
nies also place considerable importance on factors like so- 
cial, legal, educational and security before offshoring. 

To conclude, the support the BPO industry has derived 
from the society is significant. It is now time for the industry 
to pay back to the society. The BPO industry and employees 
should contribute to better the society and environment. 
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The major crisis which the BPO indus- 
try is facing today is shortage of man- 
power, especially knowledge workers. 
India has always had an advantage over 
other countries because of its large talent 
pool and low labor costs, which makes it 
the preferred destination for outsourcing. 
However, the growth of skilled labor has 
not kept pace with the spectacular growth 
in outsourcing, resulting in a shortfall in 
skilled workforce. Despite the large num- 
bers of graduates passing out each year, at 
present only 25% of technical graduates 
and nearly about 10-15% of general college 
graduates are available for employment in 
the BPO sector. As a result, Indian compa- 
nies are recruiting skilled labor from out- 
side to fill up positions at various manage- 
rial levels. Adding to this, more and more 
foreign companies are establishing their 
back-office operations in India to reap the 
benefit of the IT boom. The consequences 
are obvious; the cost of labor is rising with 
Indian managers demanding salaries par- 
allel to those shelled out to outsiders in 
their currency equivalent. Thus, domestic 
companies have been losing to multina- 
tionals on the wage front. 

To have a hold in the global IT market 
share, India needs a workforce of nearly 2.3 
million by 2010 in the IT and BPO sector. 
There is a shortfall of nearly 0.5 million 
qualified employees. “I weuld put the key 
challenges as being around people (finding 
and retaining the right people) and devel- 
oping the right skills at an early stage in 
our education system so that we can 
broaden and deepen our labor pool”, says 
Zia. Moreover, the need is to educate people 
more in other languages such as French, 
German, Japanese, and Spanish to have a 
competitive edge. Employee attrition is 
also a major challenge in front of BPO in- 
dustry. Attrition not only involves the loss 
of talent but also the cost of training the 
new recruits. According to estimates, the 
average attrition rate is put at 40% at en- 
try level which sometimes goes unto 60%. 
In India, an average a call center employee 
works with a company is for 11 months 
whereas in the UK it’s for three years. In- 
dustry experts opine that steep growth is 
one of the reasons for such high attrition 
rates and once the growth stabilizes, the 
situation would be in control. 


44 4 Chartered Financial Analyst g August 2006 


The other key challenge for the BPO 
industry is poor urban infrastructure. In- 
dia has to improve its basic public trans- 
port, power, international connectivity and 
business infrastructure. Indian cities are 
already at a breaking point where further 
growth is not possible. The government 
has to explore other business cities outside 
of tier-1 and tier-2 cities. According to Zia, 
India needs to maintain its competitive- 
ness and move up the value chain, espe- 
cially when several new players/countries 
are entering the BPO fray. The offshore 
BPO industry is no longer dominated by 
India and the Philippines alone. Every 
other week there is a new country entering 
the fray from regions across the world like 
Middle East Asia to North and East Af- 
rica to Eastern Europe to South and Cen- 
tral America. To retain the competitive 
edge, the Indian Government can support 
the BPO industry by extending the tax 
holiday beyond 2010. 


Moving up the value chain 

Against this background, it is clear that 
companies should take on more advance 
functions if they want to venture into BPO 
businesses. It is no longer sufficient that 
companies just convert business specifi- 
cations into workable systems, but they 
also have to adopt business re-engineer- 
ing in their organizations. In other words, 
offshoring companies have to be cautious 
of reengineering their operating systems 
and processes to support the offshore 
business model. 

Consequently, to sustain in the global 
outsourcing markets, Indian outsourcing 
companies are moving steadily from low- 
end processes to high value processes. 
This transition is being fueled by a few 
factors. A buyer of offshoring services has 
high profit margins and saves more at the 
high-end of the value chain, compared to 
low-end. Therefore, many of the current 
low-cost destinations are becoming a logi- 
cal choice for companies for offshoring their 
high-end processes. At the same time, de- 
veloped countries like the US, the UK and 
Western European countries are facing a 
shortage of highly trained and specialized 
professionals for their knowledge-inten- 
sive high-skill sectors, like R&D in VLSI, 
engineering design, IT, financial risk man- 


agement. One of the ways to alleviate this 
skill shortage is to outsource talent from 
low-wage developing countries, which have 
highly educated scientists and profession- 
als. Seeing the tighter visa regulation in 
developed countries and increasing cost re- 
duction pressure, MNCs are offshoring 
high-end work to low-cost destinations. 
Also, tapping the vast resources of talent 
available in low-wage countries in a cost- 
effective manner is the best option avail- 
able to them. 

The growing number of experienced 
and capable professionals in the BPO in- 
dustry is also perceived to further drive 
the trend towards the transition of low- 
end services to high-end services. During 
2000-03, the US offshored 238,000 IT 
service jobs and by the end of March 2004, 
the US had offshored about 136,000 non- 
IT (BPO) jobs. Evalueserve and Forrester 
study predicts that this is likely to in- 
crease to 775,000 IT jobs by FY 2010 and 
1.314 million BPO (non-IT) jobs. 

Paradoxically, the protectionist lobby 
and their anti-BPO drives in the US and 
the UK are indirectly helping the rise of 
global offshoring by providing free public- 
ity. During the period between June 1, 
2002 and May 31, 2004, India received 
more than $89 mn worth of free publicity 
due to the anti-offshoring drive in the US 
and the UK. Adding to 1,980 or more ar- 
ticles published in various publications, a 
simple Google search shows that the 
Internet web-logs and websites contain 
over 210,000 distinct references and 
*threads" discussing these issues. And 
so, the anti-offshoring drive has increased 
India's brand image and now developed 
countries are taking India seriously. This 
awareness has made India's transition 
from BPO to KPO much easier. 

As competition is becoming intense at 
global businesses, the cycle for launching 
products and services has become 
smaller, and customers are more de- 
manding with respect to the quality of 
services provided. This has forced enter- 
prises to take on systems and business 
models that will not only provide opera- 
tional efficiency, but also add strategic 
value to their products and services. KPO 
services help enterprises to trim down 
design-to-market lead times, manage vi- 
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tal hardware efficiently, provide research 
on markets, competition, products and 
services and help in dealing with evolving 
business scenarios. 

The KPO sector is emerging as the big- 
gest revenue grosser and it is estimated 
that it might surpass the BPO industry 
growth in coming years. According to a re- 
port by Evalueserve, the low-end 
outsourcing services at the global level 
will grow from $7.7 bn in FY 2003 to $39.8 
bn in FY 2010, which implies a CAGR of 
26%. Whereas the revenues from global 
KPO market were $1.2 bn in FY 2003, it is 
estimated to grow to $17 bn by FY 2010, 
which implies a CAGR of 46%. Zia opines, 
“I would put KPO as part of BPO itself. 

Moving up the value chain is an impera- 
tive and the signs of Indian companies 
doing that successfully are very positive.” 

The stable move from BPO to KPO in 
some offshore countries is expected to 
change the dynamics of job migration. Ac- 
cording to Evalueserve reperts, low-end 
jobs will migrate to emerging low-cost 
countries like Ukraine, Czech Republic, 
Belarus, Romania, China, the Philip- 
pines, and Malaysia, while KPO jobs are 
likely to be created in countries like India, 
Russia, Ireland, Israel, and Canada. 
Some KPO jobs can also be created in the 
Central and Eastern European regions 
like Ukraine and the Czech Republic. 


Threat from low-cost destinations 

There is no doubt that India is the hot- 
test destination for MNCs looking for 
outsourcing their back-office operations. 
The attractiveness of India can be attrib- 
uted to three factors: Low-cost of labor, 
skilled people, and business-conducive 
environment. However, as India is mov- 
ing up the value chain towards more 
knowledge-intensive outsourcing, the 
cost is increasing. This could be an ad- 
vantage to the competitors. There are al- 
ready several countries in the fray offer- 
ing the cost advantages as well as multi- 
lingual support capabilities and that’s 
the reason India has to focus on moving 
up the value chain to be able to remain 
competitive. Zia says, “I especially see 
China as a big threat, but we have the 
edge in services so far and need to ensure 
that both our people and infrastructure 
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capabilities keep improving to be able to 
effectively ward off the China threat.” 
Copious skilled manpower has given an 
edge to India. It also has an advantage in 
capabilities, quality of work and work 
ethics which makes India run ahead to 
its competitors like China, Philippines, 
Ireland, Canada, and Australia. 


Will the tempo sustain? 
Amidst labor shortage, increasing cost, 
and resource crunch, will India’s past 
glory continue in the coming years? Is the 
BPO party over? Nevertheless, Zia is 
very optimistic about the future of 
Indian BPO. He says, “We have still only 
touched the tip of the iceberg as far as the 
BPO potential is concerned. There is 
hardly enough activity in areas other 
than call centers and simple back-office 
data processing work. India can really 
make its mark in key areas of BPO like 
human resource outsourcing, finance and 
accounts outsourcing, high-end engineer- 
ing and design work, healthcare and in- 
surance process outsourcing, etc.” 
However, based on a study conducted 
by Chicago-based consulting firm, Dia- 
mond Cluster International, it is 
predicted that the IT outsourcing boom is 


over worldwide, including India, as global 


companies have learnt to be more strate- 
gic. For instance, US-based companies 
are not bothering about the cost factor to 
outsource from Canada because of prox- 
imity and the culture. The study reveals 
that India’s major IT and BPO services 
hubs have reached labor saturation and 
are looking to tier-2 cities for an educated 
workforce. Even Indian BPO companies 
are acknowledging that there are chal- 
lenges that are hampering the growth of 
the sector. However, they say the industry 
is already gearing up even for future chal- 
lenges with various solutions. At this 
juncture, Nasscom feels that India has 
inherent strengths like strong cost-and- 
leadership-oriented companies, regula- 
tory support, scaleable high-quality infra- 
structure, a growing domestic market, 
and of course abundant talent supply. 


The days ahead 
By 2010, there will be a very significant 
development in the BPO industry. 


Commoditization of low-end services is 
likely to occur because the potential barri- 
ers to entry are minimal. New business 
models are also predicted to be created 
and many new business models will rely 
on re-arranging the supply chain of a given 
“process” and on using IT to enhance pro- 
ductivity. 

Evalueserve predicts that by 2010, 
India and other such destinations might 
become too costlier to provide low-end ser- 
vices at competitive costs and, therefore, 
there are chances that such services may 
move to other cheaper destinations like 
Ukraine, Malaysia, Belarus, Czech Re- 
public, etc. However, it does not mean 
that these countries have abundant labor 
supply. The Indian industry is already 
gearing up to meet the labor shortage. For 
instance, 24/7 Customer has launched its 
24/7 Varsity program to help college 
teachers equip students to be more 
readily employable. The future of BPO in- 
dustry is bright and growth opportunities 
are huge as Zia foresees. He says that the 
industry will continue to grow rapidly. He 
adds, “India has set the example for rest 
of the world in BPO. We need to continue 
the journey and now also start thinking 
about process innovation rather than just 
“as-is” migration. We can truly 
reengineer processes and change the way 
companies do business across the world.” 

To sustain the competitive advan- 
tage, the industry must improve its re- 
source pool, industry standards and in- 
frastructure. It should engage closely with 
educational institutions and training 
centers to create talent pool and fulfill the 
future demand. According to estimates, 
at present, the BPO industry in India 
needs five new “Gurgaon-plus” and five to 
seven new “Pune-plus” integrated town- 
ships. On the same lines, integrated 
townships are expected to be developed at 
Vishakapatnam, Mysore, Coimbatore, 
Jamshedpur and Chandigarh. Last but 
not the least—high priority emphasis 
should be given for innovation in service 
lines and operational excellence for the 
BPO industry to bask in its success. ^^ 


N Janardhan Rao 
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B INDUSTRY 


Indian Semiconductor Industry 


In the 'Fab' Groove 





Renowned for its designing capabilities, the Indian semiconductor industry 
has eyes now set on manufacturing. 





ndia has earned itself a distinct im- 
age in the designing of semiconduc- 

rs. A continued focus on quality 
coupled with the cost arbitrage has 
made India a natural destination for In- 
tegrated Circuit (IC) design for quite 
sometime now, and owing to factors such 
as large pool of skilled professional, it is 
likely to remain so in future. Lot of high- 
end designing is happening in the coun- 
try as even MNCs are setting up their 
design centers here. Yet, the industry has 
always struggled to replicate the same 
in manufacturing semiconductors. In 
manufacturing, India has a few state- 
run fab units (semiconductor manufac- 
turing plants) which have not been able 
to evolve with time and hence are out- 
dated in technology. Neither the domes- 
tic companies dared to venture into this 


segment nor the foreign companies were 
willing to invest in this part of the indus- 
try. However, that seems to be changing 
of late. The Indian semiconductor indus- 
try finally seems to have embarked on 
manufacturing, as investments for set- 
ting up fabs is coming from domestic as 
well as international players. 

The first and biggest was, of course, 
from an Indian association. SemIndia, 
a public-private consortium of NRIs 
and the government, announced to in- 
vest $3 bn for a 1,200-acre facility in 
June. Located on the outskirts of 
Hyderabad, Andhra Pradesh, this is 
India's first world-class wafer fabrica- 
tion plant and assembly and testing 
unit. The project, referred to as Fab City 
Project, is envisaged to be the center for 
advanced semiconductor and electron- 


ics manufacturing. Earlier to this, in 
November last year, SemIndia had en- 
tered into an agreement with AMD, the 
world's second largest manufacturer of 
microprocessors, which will include 
transfer of technology for SemIndia’s 
fabs, marketing and sales, assembly 
and testing, customer relationship for 
SemIndia’s chips and various other 
joint ventures. SemIndia also has part- 
nerships with Base Oxygen Corporation 
(BOC), a global industrial gases com- 
pany, to provide gases and vacuum 
products and services, and Flextronics, 
another international semiconductor 
manufacturer. 

Domestic companies are seen plan- 
ning huge investments in semiconduc- 
tor manufacturing. Xenitis, a Kolkata- 
based low-cost PC manufacturer, will 
be investing Rs. 1,200 cr for a chip 
manufacturing unit at Hyderabad's 
Fab City. Hindustan Semiconductor 
Manufacturing Company (HSMC) has 
plans to set up its own $3.5 bn fab. 
Nano Tech Silicon India has already 
started working on its wafer fab facility 
in Hyderabad. The Indian Equipment 
Manufacturing Company (IEMC) too 
plans to invest $600 mn in the capital 
city of Andhra Pradesh. Added to this, 
several MNCs, like Tessolve from the 
US, Intellect Inc. from Korea, are also 
investing in a big way to set up fabs and 
ATMP (Assembly-Test-Mark-Pack) fa- 
cilities in India. Although most of the 
proposed fab units thus far are planned 
to operate as foundries (providing 
manufacturing services to other compa- 
nies' chip designs), experts feel that the 
industry is moving in the right direction. 


From designing to manufacturing 

While India hasn't quite made it to the 
product space, the semiconductor and 
embedded design industries have been 
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growing at a rapid clip. Embedded soft- 
ware and Very Large Scale Integration 
(VLSI) design talent is probably the 
best measure of India's capability. The 
embedded design industry in India gen- 
erated revenues of $3.25 bn in 2005, 
and is expected to boom to $43 bn by 
2015, growing at a CAGR af 30%. The 
key factors driving the growth of design 
activity in India include rapidly growing 
local markets, a strong education infra- 
structure with industry participants 
collaborating with academics for train- 
ing manpower in microelectronics, low- 
cost design talent, short preduct lead- 
times, reduced barriers to entry, govern- 
ment support, and improved infrastruc- 
ture. India is also ahead in the univer- 
sity training of graduates im areas di- 
rectly applicable tc semiconductor prod- 
uct design. 

Besides, India has also been moving 
towards the higher-end value additions. 
There has been an increase in the num- 
ber of hardware and board design 
startups in the country, especially in the 
consumer electronic space. This is due to 
the increase in product development 
work within the country and the rise of 
domestic product companies catering to 
various application segments. According 
to the ISA and Frost & Sullivan study, 
telecom, consumer electronics, computer 
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hardware, and automobiles will be the 
major growth drivers for the semiconduc- 
tor manufacturing in the years to come. 
For example, Nokia, Samsung and 
Motorola, which have set up their manu- 
facturing units in India, are expected to 
increase the market for semiconductors, 
even as they increase their own market 
share. Similarly, the country is already 
home to global chip makers like Texas 
Instruments, AMD and Intel, but they do 
not have manufacturing units here. Con- 
sidering the fact that it would be benefi- 
cial for a company to have both design 
and manufacturing done in the same 
country, there are possibilities that the 
biggies will set up their manufacturing 
units here. Intel has expressed willing- 
ness to explore the idea. 

The low-cost advantage and the 
risk hedging strategy against China 
have brought major electronic manu- 
facturing service players to operate in 
India. With more players in the manu- 
facturing, assembly and testing areas 
coming to India, raw materials ven- 
dors will also be based in India. Hence, 
the industry could get more competi- 
tive without having to import major 
portions of the raw materials. The gov- 
ernment should work towards creating 
this kind of ecosystem for the industry, 
say experts, where all the stakeholders 
will be interdependent and thus will be 
benefitted. “India needs to graduate 
from IC design to manufacturing, as- 
sembly and testing,” says Vijay Ben- 
jamin, Chief Spokesperson for SPEL 
Semiconductor Ltd., India’s first and 
only IC assembly and testing com- 
pany. “Proper government initiatives 
could enable projecting India as the 
manufacturing hub for ICs in Asia”, he 
feels. Both the central and the state 
governments are taking measures to 
uplift this segment of the industry 
from long dormancy and to make it glo- 
bally competitive. The union ministry 
is contemplating policy changes which 
are likely to include special incentives 
and packages. It also proposes the re- 
moval of land ceilings and offering of 
seed capital. State governments like 
AP are wooing foreign investors 
through SEZs like never before. 


The Asian story 

China, Taiwan and Japan are the lead- 
ing players in the Asian semiconductor 
industry. The $35 bn semiconductor in- 
dustry in Taiwan has been largely pos- 
sible due to the involvement of expatri- 
ates who came back and started the 
units with necessary help from the gov- 
ernment. There has been a decisive in- 
volvement of the government in provid- 
ing the infrastructure, funding and in- 
centives required to initiate this high 
investment industry. Similarly, China 
which is purely a volume player has the 
right mix of incentives to attract in- 
vestments from global corporations. 
Low-cost power, ample supply of wa- 
ter, provision of land and special provi- 
sions in taxations have been successful 
in projecting China to get the maxi- 
mum FDI in Asia. In turn, China has 
also made sure to promote the local 
players by knowledge transfer and get- 
ting them trained. China has a much 
more developed end market for semi- 
conductor-based electronic products 
and so is participating more directly in 
defining next-generation technology 
like 3G wireless and digital televi- 
sions. It is ahead in developing a ven- 
ture capital market and this will accel- 
erate the growth of new Chinese semi- 
conductor start-ups. Japan’s semicon- 
ductor industry is also experiencing 
heightened activity after silently wit- 
nessing the industry shift towards its 
rivals China and Taiwan. Japanese 
companies are making multi-million 
investments to match with their global 
counterparts. 

Asia will clearly be the big winner in 
the semiconductor industry 10 years 
from now, say experts. However, they 
feel that there is a race underway be- 
tween India and China. China’s strong 
manufacturing and electronics market 
consumption give it significant advan- 
tages, but India has a lead in having 
highly educated engineers who are 
knowledgeable in semiconductor prod- 
uct design and development. China is 
making large investments to accelerate 
the development of its semiconductor 
industry, and India must respond. This 
could include enhancing the country’s 
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current incentive programs in the areas 
of tax, land and hiring. “It should (also) 
include making india a giobal develop- 
ment-friendly environment", says Ben- 
jamin. According to him, “Problems in 
this area today include unacceptable 
delays in customs handling for im- 
ported lab equipment and prodding the 
US to improve visa processing time for 
Indian engineers traveling for training". 
He further says, "The need ofthe hour is 
to make the semiconductor industry in 
India the next big thing. Our vision 
should be to establish India as the pre- 
ferred global hub for excellence in cre- 
ation of semiconductor products 


through technology leadership". 


Ready for takeoff 

The Indian semiconductor market is 
poised for a quantum leap due to the 
surge in demand from consumer elec- 
tronics and other appliances. According 
to a report released by the Indian Semi- 
conductor Association (ISA) and Frost & 
Sullivan. the market for semiconductors 
is set to grow at a CAGR of 29.8% to 
reach $36.3 bn by 2015. The report 
states that the electronic equipment 
manufacturing, one of the prime mar- 
kets for semiconductors, grew by 25% 
and is likely to reach 34% by 2015 —an 
enticing opportunity for semiconductor 
manufacturers. Semiconductor vendors 
will have to re-evaluate their manufac- 
turing strategies in the light of the 
emerging opportunities in India. Those 
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that create five- to ten-year visions 
for exploiting opportunities in 
India will likely be more successful than 
those that don’t, say experts. Also, the 
industry is moving from design-centric 
techniques to other domain-specific 
skills dealing with packaging houses, 
foundries, and design layouts. Decisions 
are being made now in India on the de- 
signs that are being created, which was 
not the case 10 years ago. A manufac- 
turer of silicon chips may find it expen- 
sive to ignore India. 

According to industry experts, the 
semiconductor manufacturing has tre- 
mendous potential and the government 
should encourage the growth of this sec- 
tor by giving fiscal incentives. There is 
tremendous opportunity to leverage the 
strength of growing domestic market. 
Government support is critical to seed 
the industry during initial stages. A pro- 
active and industry-friendly hardware 
policy will make the Indian electronics 
manufacturing industry globally com- 
petitive and will ensure mere inflow of 
investment, including FDI, into this sec- 
tor. However, India’s poor infrastructure, 
non-availability of low-cost power, wa- 
ter, transportation facilities and lack of 
government support are responsible rea- 
sons for making semiconductor manu- 
facturing in India a non-starter. “Before 
India can become a favored manufactur- 
ing location for semiconductor manufac- 
turing, it must improve its telecom and 
transportation infrastructures”, opines 
Benjamin. 


The other side 

However, not everybody is happy with 
the growth of semiconducter manufac- 
turing in India. There are concerns ex- 
pressed by the environmentalists about 
the potential harm to the environment. 
Chemicals are critical in semiconductor 
manufacturing industry since the wafer 
fabrication process uses various chemi- 
cals for processing and wafer cleaning. 
The effluents and the toxic fumes that 
evolve from these processes cause a se- 
rious damage to the environment on the 
whole. A lot of initiatives are being 
taken by means of identifying alternate 
materials and chemicals to reduce the 





infrastructures. 
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severity of environmental pollution. 
The European Union, for example, de- 
mands that its producers take respon- 
sibility for their products’ entire life 
cycle. It has banned a number of toxic 
chemicals from products—such as bro- 
minated flame retardants (PBDEs); 
PBDEs build up in people's bodies over 
a lifetime. Tests conducted on labora- 
tory animals revealed that minute 
doses of PBDEs have impaired atten- 
tion, learning, memory, and behavior. 
Lead is yet another toxic substance 
used in semiconductors. Over the years, 
much has been done to arrest the con- 
tamination of our environment with 
lead. These include enactment of the 
necessary legislation in various coun- 
tries to limit the use of lead, launching 
of programs to effectively and efficiently 
recycle lead, and replacement of lead 
compounds with lead-free alternatives. 
As semiconductor industries are emerg- 
ing in India, it's high time we take up 
responsibility and frame industry poli- 
cies to protect our environment. Devel- 
oping a green manufacturing environ- 
ment is a long process, and a strong 
commitment is required from industry 
leaders in this regard, during all phases 
of manufacturing —right from installa- 
tion to development. «^ 


D Satish 
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Real Estate Mutual Funds 


A New Kid on the Block 
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With the entry of real estate mutual funds in India, retail investors will be 
poised to take advantage of the sizzling realty markets. 





f late, the Real Estate Mutual 
Funds (REMFs) which have 
caught the fancy of retail inves- 
tors became the buzzword of the financial 
markets. With the approval of guidelines 
for REMFs, the average Indian investor 
will be poised to take advantage of the 
booming real estate industry. Though 
these funds have been much awaited 
since long, Sebi has finally timed them 
right. Many of the mutual fund players 
have been gearing up to ride on the 
investor's interest in these funds. 
Analysts at Merrill Lynch expect an 
annual growth rate of 30% for the real es- 
tate industry and estimate that it might 
grow to $90 bn over the next 10 years. 
Though the industry has been witnessing 
robust growth for the past couple of years, 
it has become increasingly expensive for 


an average Indian to purchase a property, 
with the property prices skyrocketing. 
Therefore, considering real estate as an 
investment option has become the privi- 
lege of the wealthy. Institutional inves- 
tors and high net-worth investors also 
have the option to invest in real estate 
properties through venture capital funds. 
Though retail investors are not eligible to 
invest in such funds, with the advent of 
REMFs, now they are also poised to share 
a piece of real estate bonanza. 


Sizzling realty markets 

Real estate industry in India has seen sus- 
tained growth in recent years backed by 
the booming economy, liberalized FDI re- 
gime, favorable demographics and soaring 
fortunes of high-tech sectors. The real es- 
tate prices in leading Indian cities like 


Mumbai, Delhi, and Bangalore have 
surged by almost 10046 in certain select 
areas over the past year. DLF, Omaxe, 
Unitech, Vipul, Eros, Zee, Parsvnath, Balaji 
are major developers involved in construc- 
tion activity that covers mega malls to 
luxury high rises, office spaces, IT parks, 
special economic zones and townships. 

The sizzling real estate market has 
witnessed some of the biggest deals in the 
recent past. Recently, Unitech has settled 
one of the biggest real estate deals at Rs. 
1,583 cr for a 340-acre plot auctioned by 
the Noida Development Authority. The 
Ahmedabad-based Adani Group stuck a 
deal with Housing Development and In- 
frastructure for Rs. 22 bn to develop a 
commercial and retail hub in Bandra- 
Kurla Complex, which is Mumbai's land- 
mark commercial business district. Reli- 
ance bought a 7.5-hectare plot in the 
Bandra Kurla Complex for Rs. 1,104 cr. 

After the government of India allowed 
100% FDI in the construction sector from 
February 2006, many of the major inter- 
national developers made a beeline to In- 
dia. Subsequently, around $500 mn 
worth FDI has entered India. Some of the 
leading international firms include 
Dubai-based Emaar Properties, US- 
based Tishman Speyer Properties, 
Singapore-based developers like 
Ascendas, CapitaL and Keppel Land, ete. 
Many of the venture capital funds like 
Kotak, HDFC, IL&FS, ICICI Ventures, 
Anand Rathi, etc., also took advantage of 
the rally. 


REMFs - Eyeing retail 

Though there has been growing interest 
among the small investors to participate 
in the rally, higher real estate costs have 
hindered them from exploring the full po- 
tential of the markets. REMFs would 
serve as a best option for retail investors 
to indirectly invest in realty markets. 
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INTERVIEW 


Real Estate Mutual Funds 


REMFs allow retail investors a chance to participate in the booming realty markets, 
which was until now available to a small group of experts. 


Sebi has finally approved the guidelines for much- 
awaited Real Estate Mutual Funds on June 26, 2006. 
Indeed, this proposal has been kept postponing since 
long. What were the reasons for the delay in launching 
of these funds? 
I think the delay had been mainly due to issues 
like valuation, liquidity, transaction costs, and 
absence of optimal structure. 

Now, with over 10 years of strong perfor- 
mance by mutual funds behind us, I think that 
the time is ripe for introducing products to en- 


How popular are these funds globally and how is their performance 
vis-a-vis other global mutual funds? 

Real Estate Investment Trusts (REITs) in the US manage 
more than $500 bn in real estate. REITs have thrived in de- 
veloped markets largely on account of security, liquidity, tax 
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Equity adeo are v efficient to the extent that all the avail- 
able information is reflected in the market price and the un- 
derlying is homogeneous. Real estate market on the other 
hand is inherently inefficient, needs negotiation and the local 
conditions make the market highly heterogeneous. Therefore, 
every investment opportunity needs to be analyzed sepa- 
rately, and price discovery is highly inefficient. Secondly, there 
is no exchange and hence the counterparty risk in terms of 
payment and fake document delivery is relatively high. 

Moreover, unlike investment in stock, the cost of mistake 
in real estate is very high. This primarily happens due to 
relative illiquidity and high transaction costs in real estate 
markets. Thus, while the wrong stock selection can be done 
away with by selling a stock on the exchange, undoing a 
wrong real estate transaction results in a cumbersome pro- 
cess and high costs— both transaction cost and distress cost. 


What are the pros and cons of investing in these funds? 

These funds allow retail investors a chance to participate in 
the booming realty markets, which was until now available 
to a small group of experts. Also, globally these funds are 
characterized by low positive or negative correlation with 
other asset classes. The benefits of a real estate fund can be 
summarized as follows: 


Sandesh Kirkere 
CEO of Kotak Mahindra Asset 
able retail investors to allocate part of their sav- PUEN UEL END BRI IS participation in real estate markets. 
ings to real estate markets. 








= Sense of security accompanying profes- 
sional management and legal expertise: The 
real estate market involves investments largely in 
physical assets. Moreover, in today's scenario, sense 
of security is also derived from flow of information 
and transparency. Real estate funds allow these. 

= Affordability and liquidity to small in- 
vestors: Investment in real estate requires 
lump sum amount to invest, which is out of 
reach for small investors. REIT, by pooling re- 
sources in smaller amounts, facilitates retail 


= Investment diversification: REITs in- 

vest in a range of real estate properties across builders and 
geographies. Thus, the property specific risk is reduced and 
these funds are better positioned on the risk-return curve. 
m Tax benefits for REITs abroad have made these funds 
very popular. 
m Ease of transactions: Investment in real estate re- 
quires a lot of activities, including due diligence of rights and 
obligations attached to the property, registrations, main- 
taining property, active follow up and accounting for rentals. 
REIT allows its investor an easy platform and saves them 
from all these hassles. 
= Long-term superior risk-adjusted performance 
logged in historically that has provided a hedge against 
inflation: Historically, over a longer-term, real estate pro- 
vides returns in line with the returns from equity. However, 
the volatility in prices of real estate is lower than equities 
leading to an improved risk-adjusted return. 

On the flip side, lower liquidity, high cost of transactions 
including stamp duty, absence of title i insurance and lack of 
organized market are some of the irritants. 


What will be the impact of these funds on the growth of real estate industry? 
For retail investors, real estate funds would open up one asset 
class to invest in. At the macroeconomic level, there are three 
major advantages of having real estate funds: Employment is 
generated for a large mass of unskilled labor, real estate mar- 
ket becomes more organized, and revenue of state government 
boosts up. Moreover, with more number of organized investors 
in the marketplace, the price discovery in real estate market 
would be relatively more efficient. Real estate markets are 
relatively cyclical. It is because the supply of real estate can- 
not be easily increased and hence the demand-supply gap can 
hugely swing its price. The real estate funds would have a 
positive impact on the growth of real estate industry, as these 
funds would provide adequate liquidity for the industry and 
also bring in transparency in transactions. 
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But, Sebi delayed the launch of REMFs 
for a long while. Sandesh Kirkere, CEO of 
Kotak Mahindra Asset Management 
Company Limited, opines: “I think the 
delay had been mainly due to issues like 
valuation, liquidity, transaction costs, 
and absence of optimal structure. Now, 
with over 10 years of strong performance 
by mutual funds behind us, I think that 
the time is ripe for introducing products to 
enable retail investors to allocate part of 
their savings to real estate markets." 
However, on June 26, 2006, Sebi finally 
approved the guidelines to launch 
REMFs. Analysts sensed that the time is 
ripe to launch such funds and also felt 
that Sebi has well-timed the launch at 
the moment when there is a temporary 
correction in the realty markets. 

REMFs like any other mutual fund, 
will poo! the resources from small inves- 
tors and are mandated to invest in real 
estate property either directly or indirectly 
which shall be governed by the guidelines 
of Sebi (Mutual Funds) regulations. Ac- 
cording to the Sebi guidelines, these 
schemes can invest directly in real estate 
properties within India, in mortgage- 
backed (housing lease) securities, in equity 
shares/bonds/debentures of listed/un- 
listed companies which deal in properties 
and also undertake property development. 
The structure of these funds will be close- 
ended initially. Sebi has also mandated 
that units of REMF's shall be listed on the 
stock exchanges and NAVs of such 
schemes should be declared on a daily ba- 
sis. REMFs should appoint a registered 
custodian who could safe-keep the titles of 
the real estate properties held by them. 





Plot [hickens 
Companies Deal Size Area Location 
(in Rs. cr) (acres) 
RIL 1104 185 Bandra 
Kurla 
| Complex 
DLF Group 702 135 NTCMill 
Adani Group 700 10-lakh Bandra 
saft Kurla 
Complex 
IndiaBulls 276.51  6-akh Jupiter 
i sq ft Mills 
Source: The Telegraph 
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According to the Sebi guidelines, first 
category of REMFS can invest in real es- 
tate properties directly by identifying dif- 
ferent potential areas to diversify risk. 
Through this strategy of REMFS, retail in- 
vestors will be able to have a stake in all 
those properties by just investing small 
amounts. Another advantage for retail in- 
vestors is that they don’t have to bear the 
risk of title issues. All these issues will be 
taken care of by the mutual funds. Second 
category of REMF's can invest in mortgage- 
backed securities which are instruments 
that facilitate housing finance companies 
raise funds from the markets at competi- 
tive rates. REMFs can invest in such funds 
and can get regular fixed income. These in- 
struments don’t carry much risk and are 
safer compared to other instruments. 
Third category of mutual funds can invest 
in equity shares or bonds or debentures of 
listed/unlisted companies based on their 
risk profile. These funds are allowed to in- 
vest in domestic leading companies like 
DLF Universal, Unitech, Rahejas and 
Hiranandanani, Vipul, Eros, Zee, 
Parsvnath, Balaji, etc. 

Through REMFs, investors can be ex- 
posed to the virtues of the real estate mar- 
kets without having to invest in physical 
property. Diversification always holds key 
to reduce the risks involved in the markets. 
'These schemes also aid in effectively diver- 
sifying their portfolio by investing in a dif- 
ferent asset class. As real estate markets 
have weak correlation with either equity or 
bond markets, diversifying into this assets 
class will help investors in better hedging 
their portfolio. These schemes come with 
ample liquidity as they have the option to 
invest in different ways like directly in real 
estate properties or in mortgage-backed 
securities or by purchasing different secu- 
rities of listed or unlisted companies. Last 
but not the least, these schemes give the 
opportunity to participate in economic 
growth as realty prices generally tend to 
correlate with economic cycle. 


Areas of concern 

Though these schemes provide enough 
transparency and liquidity when com- 
pared to direct investing, mutual fund 
players will have some operational issues 
to be addressed while managing this new 


asset class. While options like mortgage- 
backed securities, equity or bond share 
prices can be valued easily, it is cumber- 
some to value the physical real estate 
properties on a daily basis. Therefore, 
mutual fund players are not very clear 
about how to declare daily NAVs like 
other mutual funds as the valuations 
play a crucial part for REMFs. Managing 
REMFs is an altogether different ball 
game and, hence, necessitates a different 
kind of expertise. Thus, experts from the 
real estate field have to be appointed to 
accompany in managing the fund. A fund 
manager should possess competitive 
skills to identify highly productive 
projects and invest in them. Investments 
should be diversified rather than concen- 
trated by targeting potential locations. 
There are also other issues like long 
gestation periods of the investments un- 
like other sectors. This compels the 
schemes to be close- ended with a mini- 
mum duration. Anuj Puri, Managing Di- 
rector, Trammell Crow Meghraj Property 
Consultants Pvt. Ltd, explains: ^The real 
estate sector in India is characterized by 
low liquidity and price inefficiencies. 
Thus, the sector will take some time to 
mature. Funds are going to be close-ended 
with minimum three-year duration. Real 
estate sector projects have higher gesta- 
tion periods. Thus, investors have to be 
patient and cannot expect quick bucks. 
While property rental income provides an 
element of stability, REMFs are still sus- 
ceptible to falls in property prices." As the 
real estate sector is cyclical in nature, in- 
vestors should be prepared for lower re- 
turns during the dry phase of the sector. 


Global scenario 

Real estate industry in developed countries 
has been mature while it has been a grow- 
ing market with huge potential in develop- 
ing countries like India. Anuj Puri opines: 
^Globally, these funds are very popular, es- 
pecially in developed economies such as the 
US, Australia, and Japan. They have given 
excellent risk-adjusted returns. As per 
NAREIT, the five-year Compounded An- 
nual Growth Rate (CAGR) on such funds is 
12.1%. In Japan, this is 15.5%. This com- 
pares well with equity mutual funds. For 
real estate, the risk is lower than equity." 
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INTERVIEW 


REMFs will provide an additional and cheaper source of capital to the real estate industry. 


Sebi has finally approved the guidelines for the much 
awaited Real Estate Mutual Funds (REMFs) on June 26, 
2006. Indeed, this propesal has been kept postponing 
since long. What were the reasons for the delay in launch- 
ing of these funds? 

A probable reason is the fear that infusion of 
more money from REMF' into the already pricey 
sector will result in an asset price bubble. Also, 
regulatory bodies the world over prefer taking 
their time and testing the waters before introduc- 
ing new investment vehicles. 


How popular are these funds globally and how is their 
performance vis-a-vis other global mutual funds? 
Globally, these funds are very popular, especially in devel- 
oped economies such as the US, Australia, and Japan. They 
have given excellent risk-adjusted returns. As per NAREIT, 
the five-year Compounded Annual Growth Rate (CAGR) on 
such funds is 12.1%. In Japan, this is 15.5%. This compares 
well with equity mutual funds. For real estate, the risk is 
lower than equity. 


What will be the return on investment of these funds in India vis-a-vis 
other fund categories? 

There is a long way to go before one can predict returns in India. 
However, certain historical trends in nations having REMF's 
suggest that returns will be in line with other fund categories. 
Many analysts believe that realistic long-term CAGR will be 
15% per annum. This is identical to long-term returns on equity 
and balanced mutual funds. 


Real Estate Investments Trusts (REITs) 


Anuj Puri 
Managing Director, Trammell 
Crow Meghraj Property 





What are the pros and cons of investing in these funds? 
For a small investor, investing in property will 
now become affordable, owing to a substantial 
reduction in minimum investment size. Buying a 
REMF unit will be far cheaper than buying a 
small office or residential property in a tier-II 
city. Thus, now there are minimal entry barriers 
and no leasing or maintenance hassles. Addition- 
ally, there will be more liquidity as REMFs will 
be listed on exchanges. 

While property rental income provides an ele- 
ment of stability, REMFs are still susceptible to 
falls in property prices. The real estate sector in 
India is characterized by low liquidity and price inefficiencies. 
Thus, the sector will take some time to mature. Funds are going 
to be close-ended with minimum three-year duration. Real es- 
tate sector projects have higher gestation periods. Thus, inves- 
tors have to be patient and cannot expect quick bucks. 


What will be the impact of these funds on the growth of real estate 
industry? 

REMFs will provide an additional and cheaper source of capi- 
tal to the industry. This capital can even be used to finance 
land purchase. This will be a boon to the industry as banks do 
not provide land finance. As REMFs will be listed on ex- 
changes, they will render more liquidity, transparency, and 
price efficiency in the industry. And, of course, REMFs provide 
an excellent exit mechanism for developers and investors. 
This is by way of transferring developed properties to REMFs. 


skilled labor, real estate market becomes 


in the US are the trusts established by 
wealthy promoters who usually invest in 
shopping malls, office spaces, commercial 
complexes, hotels, and warehouses. The ori- 
gin of REITs dates back to 1960 and has 
gained popularity over a period of time. 
These trusts make profits either by rental 
income or by capital gains resulting from 
sale of property. To be qualified as an REIT, 
the company is liable to distribute 90% of 
its income to the shareholders. This will in 
turn help the company to get exemption 
from taxation. Based on the source of in- 
come, REITs are categorized as Equity 
REITS, which earn by owning and renting 
the properties; Mortgage REITS, which 
earn bv way of loans; and Hybrid REITS, 
which earn by both the means. REITs offer 
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ample liquidity to the investors as REITs 
shares are usually listed on the major stock 
exchanges. 


Outlook 

As REMFs bring in organized money into 
the fragmented real estate market, they 
can aid in professionalizing the poorly 
regulated construction industry. They can 
help the real estate players in culling down 
the time and cost overruns and might fur- 
ther trigger the growth prospects of the sec- 
tor. REMFs can also provide an effective 
exit mechanism to the developers by hand- 
ing over the finished projects to them. 
Sandesh Kirkere explains: ^At macro eco- 
nomic level, there are three major advan- 
tages of having real estate funds: Employ- 
ment is generated for a large mass of un- 


more organized, and revenue of state gov- 
emment boosts up. Moreover, with more 
number of organized investors in the mar- 
ketplace, the price discovery in real estate 
market would be relatively more efficient." 
Many of the top mutual funds like HDFC, 
SBI, ICICI Ventures, Fire Capital, etc., 
have announced their foray into the space. 
To sustain the momentum and further en- 
courage the organized money to flow into 
the sector through REMFs, the govern- 
ment should take the initiative to improve 
the transparency of the system by further 
regulating the real estate sector. /^ 


D Satish 
and Y Bala Bharathi 
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Sony's Woes 





No Music to Ears 





Amidst shifting consumer preferences and intensifying competition, 
including that from even non-traditional rivals like Apple Computer, the 
Japanese electronics major is finding it hard to regain its lost glory. 









or Sony—the world's leading 
electronics and media behemoth 
and the makers of the popular 
Walkman brand of portable music 
player—these are not pleasant times. 
The company reported a loss of $569 
mn for the fourth quarter ending March 
31, 2006, which just indicated the elec- 
tronics giant's ongoing struggle to res- 
urrect itself, as its core electronics 
business continues to be its weak spot. 
In fact, for the fiscal year 2005-06 too 
the situation was not better either, as 
profits came down sharply by about 
25%, led by sluggish sales in the elec- 
tronics segment, owing to poor sales of 
CRT and LCD TVs, as demand shifted 
to flat panel and plasma televisions, 
where the firm is lagging behind its ri- 


vals. Surely, this will not give much 
comfort to the firm's new CEO, who is 
also its first non-Japanese in its his- 
tory, Sir Howard Stringer, who after 
assuming power in June 2005, un- 
veiled a series of measures, last Sep- 
tember, to fix its woes. Yet, as the re- 
cent performances suggest, the Japa- 
nese electronics major is bit too far off 
from reaching the ambitious target set 
to be achieved by the end of FY07. 

For millions of Walkman lovers 
across the globe it might be just shock- 
ing to see that Sony, which began its 
journey in 1946, after the World War 
II, in a bombed-out building in Tokyo, 
and which once ruled the roost at global 
electronics arena, has to now struggle 
to regain its lost glory. However, before 


hitting the hard times, the firm in its 
glory days, in the next 60 years, it 
emerged as one of the most complex 
and gigantic media and electronics con- 
glomerates in the world. Its product 
portfolio became highly diversified 
with the firm's interest spanning 
across areas like audio and video 
equipment, televisions, computers and 
computer peripherals, telecommunica- 
tion equipment, semiconductors, and 
electronic components. It later entered 
game and music software, movies, and 
even insurance business. Its other in- 
terests include a 50% stake in Sony 
BMG Music Entertainment, the sec- 
ond-largest record company in the 
world. The Japanese giant has been 
celebrated for product innovation 
chiefly in the hardware segment as 
well as successful commercial market- 
ing of the products. It built Japan's 
first tape recorder called Type-G. It 
also was the first company to ship its 
first commercially successful transis- 
tor radios in the market. Indeed, the 
firm for long dominated the electronics 
market through transistor radios in 
the 1950s, Triniton TVs in the 1960s 
and, in the 1970s, through the revolu- 
tionary Walkman. 

However, of late, the electronics 
major is finding itself in a tight spot. 
Its core business is getting increas- 
ingly threatened by the emergence of 
new rivals, even non-traditional ones 
like Apple Computer, for instance. 
Sony dominated the portable music 
player market for 25 years; but it took 
Apple just a few months to steal Sony's 
market share. Critics opine that 
Apple's iconic iPod, which neatly inte- 
grates hardware, music and an 
Internet platform, makes Sony's 
Walkman look like a tired relic of 
1970s. Also, Sony is now face-to-face 
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with mighty Microsoft in the market 
for gaming consoles, apart from facing 
a host of other rivals that include the 
highly competitive Nintendo. The 
company's poor performance has seen 
its stock taking a severe drubbing on 
the bourses: the firm's shares have lost 
40% of their value during the past five 
years and its market capitalization of 
$45 bn today is smaller than that of its 
rivals like Samsung's ($98 bn), and 
Matsushita’s ($53 bn). 

While the duo of Sir Howard 
Stringer and Ryoji Chubachi (Sony's 
President) are trying to overhaul the 
entire system by cutting costs, selling 
assets, and upending old ways. While 
such cost-cutting is never pleasant, the 
far more important thing, Stringer 
commented, is to transform Sony from 
a traditional manufacturer of 
standalone products into a nimble and 
sharp digital creator of software, ser- 
vices and content as well as devices. He 
admits that looking at Apple's iPods 


Sony Perfor 


nance — 





Electronics Sales 
Operating income (loss)** 
Pension return benefits (inc. above) 


Game Sales 

Operating income 
Pictures Sales 

Operating income 
Financial Revenue 
Services Operating income** 
All Other Sales 

Operating income** 


hurts, a major symbol of where Sony 
went off the tracks. "There's no ques- 
tion that the iPod was a wake-up call 
for Sony. And the answer is that Steve 
Jobs (CEO of Apple) was smarter at 
software than we are", he candidly 
said. He further admits that while 
Steve Jobs came up with iPod and 
iTunes, a simple system for people to 
download music, in contrast, Sony, 
worried about its record company, 
wasted precious time trying to figure 
out how to keep people from stealing 
songs. However, it is not just the iPod 
that shook Sony. Its South Korean ri- 
val Samsung, which is known for its 
high product innovation, hurt the Japa- 
nese giant in flat TVs; in video games, 
while Microsoft's Xbox challenged 
Sony's PlayStation. Though Sony's 
first foreign boss in its history tries to 
defend saying that Sony has thousands 
of products while iPod has only two 
three products, the fact is that Sony 
needs to rework its strategy and do it 
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fast before rivals snatch further mar- 
ket share from it. 


(Blu) ray of hope 

A key part of the new CEO’s strategy 
has been promoting software engineers 
within the company. Many of Sony’s 
most successful products have come 
from its hardware engineering skills, 
but the new age of digital electronics 
demands a stronger emphasis on soft- 
ware-related features, Stringer com- 
mented. “It has been my hope that we 
would find a way to include more and 
more young people, who are more fa- 
miliar with the digital age, in decision- 
making at Sony and make them create 
a ground-up revolution”, he said at a 
press conference in Tokyo. “We needed 
to have the traditional businesses 
more disciplined and more focused on 
creating champion products, and on 
the other hand, we need to bring the 
new generation of software engineers 
more directly into the mainstream of 
Sony thinking and decision- making”, 
he further added. Indeed, Stringer’s de- 
termination to enhance the company’s 
software skills was underlined in late 
2005 when he poached Apple’s Tim 
Schaaff to head up Sony’s software de- 
velopment. Schaaff was the main ar- 
chitect behind the development of 
Apple’s Quicktime video technology. 

Further, in an attempt to diversify 
its funding sources, the company took 
out 80 bn yen ($698 mn) syndicated 
loan in its first borrowing in one de- 
cade. The loan proceeds will be used for 
general business purposes. Sony plans 
to invest 20% more, a total of 460 bn 
yen, including 176 bn yen for semicon- 
ductor manufacturing, and 100 bn yen 
for its joint venture with South Korea- 
based Samsung Electronics Co to 
manufacture 8G LCD panels. 

The firm bets big on two new prod- 
ucts to help it regain its lost glory: its 
new Blu-ray standard and 
PlayStation3. Stringer stresses that 
movie studios are starting to favor its 
Blu-ray DVD, which can store high- 
definition films and other media. Sony 
is promoting Blu-ray DVD against ri- 
val Toshiba Corp.’s HD DVD to gain 
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acceptance from filmmakers and con- 
sumers as the standard for offering 
sharper, more lifelike visuals in video 
players, and personal computers. The 
firm further expects the inclusion of 
Blu-ray DVD capability in the 
PlayStation 3 to help popularize the 
format and drive demand for its games 

and films. Sony has a lot banking on 
. the PlayStation 3 video-game ma- 
chine, the upgrade modern version of 
the successful PlayStation 2, but de- 
layed its introduction by several 
months to November 2006. 

These apart, the company is also fo- 
cusing on key sectors anc narrowing 
down barriers between operations for 
speedier communication. Already, its 
new line of flat-panel TVs has proved 
to be a hit, and so is its movie business, 
which is now basking in the glory of stu- 
pendous success of the movie, The Vinci 
Code. The firm expects its movie busi- 
ness tc get further boost from movies 
that include Monster House (from pro- 
ducers Steven Spielberg and Robert 
Zemeckis), Tallagada Nights: The Bal- 


lad of Ricky Bobby and Little Man. Bravi(a)ng the Odds 


While there is no guarantee that these 
would also follow the year’s major hit 
(The Vinci Code), this has not stopped 
Stringer from being optimistic. Accord- 
ing to Boxofficemojo.com, Sony’s mar- 
ket share in movie business is cur- 
rently in second position at 17.2% for 
the January-to-June time frame, just 
behind News Corp.’s 18.8% and well 
above Disney’s 12.8%. Nonetheless, 
uncertainties about Sony’s video-game 
business have weighed on investor sen- 
timent, which has seen the stock price 
take a drubbing on the bourses. 


Future perfect? 

While Sony has easily commanded 
gaming for two console generations 
and is confidently preparing for a third, 
a surprising pricing strategy and vigor- 
ous moves from innovative competitors 
like Microsoft and Nintendo have 
many questioning whether Sony will 
easily win another round. Analyst PJ 
McNealy of the American Technology 
Researchers warned that Sony’s 


Electronics Sales by Area — A Poor Picture 





Fer the year ended March 31, 2006) 





Sales to outside 
customers excluding 
operating revenue 
4,732.70 bn yen, -1% (LC -5%) 


* Sales composition is based on customer location (yen basis) 
* Sales are te outside customers and exclude operating revenue 


Source: Sony 
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Japan: -12% 

Increase: LCD TVs, HDD and flash memory 
Walkman® 

Decrease: Cellular phones, CRT TVs, CD/MD 
Walkman, plasma TVs 


US: -1% (LC -7%) 

Increase: LCD TVs, LCD rear-projection TVs 

Decrease: CRT TVs, plasma TVs, CRT projection 
TVs, digital cameras 


Europe: -4% (LC -7%) 
Increase: LCD TVs 
Decrease: CRT TVs, plasma TVs 


Other Areas: +11% (LC +2%) 

increase: LCD TVs, cellular phone camera 
modules 

Decrease: Optical pickups, CRT TVs 


(change %) 

Electronics -04 17 
Games -65 314 
Pictures -30 17 
Financial Services -5.6 32.6 
All Other -55 da 
Consolidated -4.5 a4 
Source: Sony 


PlayStation 3’s complexity could prove 
troublesome. According to the consult- 
ing firm DLF Intelligence, “The glaring 
weakness of the PlayStation 3 is price, 
especially when compared to the com- 
petition.” It adds, “Sony has done very 
little to justify why the system is worth 
a premium price for consumers that 
don’t care about the raw hardware per- 
formance and are not hard-core audio/ 
visual consumers. Unfortunately, we 
believe that represents over 90% of the 
consumers in the marketplace”. 

In a recent development, Sony had 
been ordered to pay an additional 27.9 
bn yen ($243 mn) in taxes related to 
transaction between Sony and its 
overseas subsidiaries. The electronics 
conglomerate said it would vehe- 
mently oppose the ruling although it 
would make the payment. Sony said, 
however, it did not expect a large im- 
pact on its group proceeds since it ex- 
pected to recover a large portion of the 
taxes it had paid in the US and would 
use some money left over from the last 
quarter. 

To conclude, one thing is for sure, 
turning around Sony’s fortunes is going 
to be big task for Stringer and his men. 
As experts say, it will be eagerly fol- 
lowed whether Stringer and Chubachi 
duo can repeat history by making a 
turnaround—like IBM in 1990s under 
Louis Gerstner or GE in the 1980s un- 
der Jack Welch. ^^ 


Amit Singh Sisodiya 
and Sanjoy De 
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B FINANCIAL MARKETS 


Intellectual Property Securitization 


A New Financing Vehicle 





With the value of intangible assets increasing on the balance sheets the US 
companies are raising finance by using Intellectual Property (IP) assets. 





ith the evolution of new busi- 
ness models across industries 
and companies, the intrinsic 
value of companies has undergone a re- 
markable transformation in the past 
two decades. In other words, the intan- 
gible assets— patents, trademarks and 
copyrights— are increasingly becoming 
the value drivers for a company. For in- 
stance, McDonald's brand name, the 
patent for Viagra, and the copyright for 
Spiderman have been creating consis- 
tent revenue streams for companies be- 
cause of successful brand building and 
invention of patents. In spite of intan- 
gible assets having huge financing poten- 
tial, many companies in today's finan- 
cial world are yet to realize their full 
value. According to recent estimates, the 
implied value of intangible assets in the 





US companies' balance sheets is about 
$6 tn, which is two-thirds of the total 
value of companies. 

However, increasingly more compa- 
nies are using intangibles to borrow from 
banks. Though many firms have raised 
finance against IP assets such as trade- 
marks and patents, the biggest IP 
securitization till date is that by Dunkin’ 
Brands, a US-based snack-bar chain. 
The company raised $1.7 bn by selling 
bonds backed by royalties it will receive 
in the future from its franchises. Jordan 
Yarett, Partner, Paul Weiss, says that 
the efficiency of securitization markets 
and the ability to garner credit ratings on 
debt are driving factors behind the grow- 
ing trend of raising finance using IP as- 
sets. Finally, the securitization industry 
is changing its direction with borrowing 


against future revenues generated by in- 
tellectual property deals. 


Sporadic success 

For almost a decade now, IP financing has 
been experiencing sporadic success. 
Though IP assets were used in 
securitization deals that took place ear- 
lier, they failed to live up to their potential 
for securitization. The major factor for the 
limited success is because of the complexi- 
ties involved in using IP assets as collat- 
eral, than traditional assets classes. Lack 
of awareness on IP securitization among 
owners and investors, availability of 
other alternatives for securitization have 
acted as roadblocks for effective IP 
securitization. Also, the patent and trade- 
mark disputes that took place in the last 
decade have made investors think twice 
before investing in IP assets. 

IP securitizations deals are differ- 
ent from standard securitization of fu- 
ture revenues, such as bonds backed by 
a mortgage loan or a car loan. IP 
securitization is a means of raising 
capital by transferring existing and fu- 
ture receivables backed by IP assets to 
a Special Purpose Vehicle (SPV) which 
then issues bonds to repay the origina- 
tor. The use of an SPV is designed to 
insulate the assets from other creditors 
of the seller in the event of the seller 
becoming bankrupt. 

The first-ever IP-backed securi- 
tization was in 1997 when the Bowie 
Bonds were issued by a trust which ac- 
quired the copyrights and performance 
rights of David Bowie. However, the 
securitization ran into trouble because of 
the decline in the performance of royalty 
revenues. Hence, Moody's has down 
graded the issue by one percent below 
the junk bonds. It has followed by series 
of issuances backed by publishing copy 
rights and performance rights. Bonds 
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Financial Markets 


INTERVIEW 








IP securitization, like any other finance technology, must be viewed as a financial tool in the context of the business 
needs of the holders of intellectual assets. 


At last securitizing intellectual property assets has 
been picking up pace with the recent $1.7 bn deal of 
Dunkin brands, which has issued bonds against its 
intellectual property. What are the driving factors 
behind the growing trend of raising finance using IP 
assets? 

Intellectual property securitization has been 
a reality since the highly publicized “Bowie 
Bonds” in 1997, involving the securitization 
of revenues from David Bowie’s music cata- 
log. Although that transaction and four addi- 
tional music copyright deals closed in the fol- 
lowing year using a similar structure rela- 
tively small in size, deals of substantial size have been 
closed since that time. They have involved various types 
of intellectual assets, including music and film royal- 
ties, trademarks and patents. More notable than the IP 
securitizations which have been closed is the fact that IP 
transactions have lagged behind expectations for sev- 
eral years. 


Although the total worldwide asset value of patents 
alone has been estimated to be over $1 tn, the 
securitization of patents and other forms of intellectual 
property remains a relatively small portion of the global 
securitization market. The disparity between the poten- 
tial anc the realization is attributable to a number of 
factors. 


One factor is the relative complexity of intellectual 
assets as compared to other financial assets, since intel- 
lectual assets are by their nature unique in terms of risk 
profile, revenue-producing potential and underlying 
documentation. A second factor is that the 
securitization market is dependent upon cash flow and 
not on underlying value as the primary deal driver. 
Thus, despite the enormous scale of intellectual assets 
worldwide, those assets which are subject to reasonably 
long-term license agreements or other contractual ar- 
rangements generating cash flow represent a much 
smaller pool, albeit still a quite significant one. 


A third factor is that many of the owners of these 
intellectual assets have not chosen to monetize the as- 
sets through the issuance of asset-backed securities, ei- 
ther because they are unfamiliar with the securitization 
market, because they have no need for external liquidity, 
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or because they can obtain more favorable fi- 
nancial terms through the direct issuance of 
commercial paper or medium-term notes. 


The fact that over $1.7 bn of film 
securitizations and over $3.5 bn of trade- 
mark/franchise royalty securitizations have 
been closed in 2005 and so far in 2006 could 
be indicative that the awareness of the ben- 
efits of securitization for the holders of 
intellectual assets is increasing. On the 
other hand, this recent uptick in deal volume 
could be a sign that securitization is 
more attractive for film and trademark royalties than 
for patents. 


oh. 


Ronald S Borod 
Partner, Brown Rudnick 


Because the largest aggregation of patents is held by 
public corporations and universities and research insti- 
tutions, many of which are highly rated and (in the case 
of universities and research institutions) have access to 
tax-exempt financing, these assets could represent the 
“last frontier” of IP securitization which, once tapped, 
will result in substantial increases in volume of IP 
securitization transactions. 


For these owners of patent portfolios to reach for the 
securitization market for monetization of these portfo- 
lios, it will be necessary for the financial divisions and 
the intellectual asset management divisions of these 
entities to work more closely together than they have in 
the past. 

Stating the same point differently, on when the fi- 
nance and IP divisions of corporations and non-profits 
become aligned, the point whether the true potential 
what securitization technology holds for intellectual as- 
sets is yet to be realized. Among the benefits of 
securitization of intellectual assets, which make such an 
alignment possible are: 


Liquidity; 

Advantageous financing rates and terms; 
GAAP sale treatment; 

Eisk transfer; 


External funding for joint ventures and other joint 
commercialization arrangements, and 


po ww m. m 


6. Funding for new product launch or business expansion 
activities. 

Who are the potential investors in such bond issuances backed by 
intellectual property? 

IP securitizations are, like other asset-backed securi- 
ties, issued almost exclusively in the institutional inves- 
tor market. Most of these transactions which originate 
in the US are issued pursuant to SEC Rule 144A of the 
Securities and Exchange Commission, which is market 
limited to the so-called “qualified institutional buyers,” 
which are institutions holding $100 mn or more of dis- 
cretionary investment funds. US-originated issuances 
also generally rely on Regulations, which covers offerings 
to non-US persons. In either case, the buyers are large 
institutions, including insurance companies, mutual 
funds and hedge funds. 


Which sectors are going to benefit more from securitizing IP 
assets? 

As stated above, to date, most of the securitization ac- 
tivity has been coming from the film and trademark 
side. However, there have been some significant patent 
royalty securitizations, particularly in the drug and sci- 
entific instrument space. The drug royalty 
securitizations are being driven primarily by firms en- 
gaged in the business of aggregating drug royalty inter- 
ests, such as Royalty Pharma, Paul Capital and Drug 
Royalty. Their business model is to acquire drug royalty 
interests from development companies needing the li- 
quidity and securitizing the royalty interests once a suf- 
ficiently large critical mass has been aggregated to ac- 
cess the securitization market efficiently. 


What has been noticeably missing from the 
securitization deal sheets to date has been technology 
patents. These tend to be concentrated in large public 
companies with strong balance sheets and high credit 
ratings. These companies can generally obtain financing 
at rates more attractive than those offered by the ABS 
market. However, it is predicted that, as the benefits 
described above become better understood by these com- 
panies and as these companies embark on ever-increas- 
ing joint commercialization and joint marketing ar- 
rangements, securitization will become a more attrac- 
tive funding source. 


As such deals depend on future cash flows that could be derived 
from IP assets and these deals are more complex than standard 
securitizations, what are the potential risks associated with such 
issuances for investors and bankers? 


Intellectual Property Securitization 


The risks are no different from any other asset-backed 
securities transaction, except for the fact that the due 
diligence and the risk disclosure can, in certain circum- 
stances, be more complex. If, for example, royalty rev- 
enues depended upon sales results of the licensees, then 
in addition to due diligence to the validity and viability 
of the intellectual property which is the subject of the 
license, further analysis will have to be focused on sales 
trends and their effect on cash flow. 


Part of this investigation will have to include an 
examination of potential competing technology or com- 
peting drug compounds which could adversely affect the 
underlying sales and, thus, the resulting royalty 
stream. 


What is the possible impact of changing IP valuation trends on 
securitization? 

Securitization is, as stated previously, driven not by 
valuation but by predictable cash flows. However, 
securitization can also be viewed as a proxy for valua- 
tion, inasmuch as the proceeds which can be raised 
through the issuance of securitized debt can establish a 
baseline for valuation, given that the securitization pro- 
ceeds are the product of conservative underwriting and 
stress analysis. The ability to access the securitization 
market to create liquidity with respect to assets which 
are otherwise “invisible” on the balance sheet of the 
sponsoring company can also have a favorable impact on 
the company’s Rol and equity values. 


How do you forecast the future potential for securitizing IP 
assets? 

IP securitization, like any other finance technology, 
must be viewed as a financial tool in the context of the 
business needs of the holders of intellectual assets. For 
some of these holders, the securitization will not, in the 
foreseeable future, become a frequently used tool, be- 
cause of other alternatives or lack of coordination be- 
tween the financial and IP officers of those companies. 
As companies become more aware of the inherent fi- 
nancial value of intellectual property as a strategic 
business asset, the best practices of the IP manage- 
ment divisions of the world’s major companies will in 
the future include much tighter coordination with the 
CFO’s office. 


This convergence of the IP and finance offices has the 
potential of creating as much value in the future as was 
created in the past by the convergence between the IP man- 
agers and the R&D divisions of these companies. 
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based on films of DreamWorks, Marvel 
comic books and stories of John 
Steinbeck have also been sold. The early 
developments of securitization markets 
for other asset classes in IP assets too 
have tasted bitter experiences. Jay 
Kisbruck, Managing Director of Moody’s 
Group, says that the market for IP 
securitization is small. He feels that 
around $10 bn-worth of bonds are out- 
standing. The proper valuation of the IP 
assets is useful for owners to take advan- 
tage of them for raising capital using 
securitization or other means. For ex- 
ample, Disney, Nestlé, Calvin Klein, and 
News Corporation are said to have to- 
gether raised nearly US$1 bn with bonds 
backed by copyrights, trademarks and 
film-related licenses. 


Potential of IP assets 

Valuing IP assets is a difficult task. How- 
ever, companies can earn more value by 
entering secondary market through 
securitization. So far, this asset class has 
not attracted investors because of their 
risk-aversion nature and lack of aware- 
ness. It’s the private equity players who 
have been benefitting with these IP- 
backed bond issuances. For instance, the 
three private equity players who acquired 
Dunkin’ Brands have used the money 
($1.7 bn) raised from bonds issuance for 
repaying the money they borrowed for 
buying the snack-bar chain. Moreover, 
those companies which are facing difficul- 
ties to raise money due to poor credit rat- 
ings and with few tangible assets to put 
as collateral for bank loans can make use 
of this IP securitization route. According 
to Yarett, companies with low or no in- 
vestment grade ratings are most likely to 
benefit with such bond issuances. 

IP assets can generate revenues for a 
longer time period than conventional as- 
sets. Therefore, companies should man- 
age their intellectual asset portfolios 
properly. Pension funds, mutual funds, 
large institutional investors are the po- 
tential investors in such issuances. 
Funding using IP securitization is be- 
coming important as more companies 
are viewing IP as a strategic asset. The 
growing practice of securitizing IP assets 
can be seen in music business, Internet- 





ae 


Failure of trademarks and 
other intellectual property 
to have sufficient cash flow 


to pay debt is the potential 
risk for investors and 
99 


bankers. 
— Jordan Yarett 
Partner, Paul Weiss 


based companies, and high technology 
sectors. 


Risks 

IP assets have become most important 
for any company to provide the access to 
market, supporting premium pricing 
and reducing other costs such as market- 
ing and selling. The value of IP assets 
can appreciate or depreciate in the fu- 
ture, thereby posing an uncertainty to 
investors. In order to recoup investor’s 
money, securitized assets must be ac- 
tively exploited. The limited success of 
IP securitization in the last decade was 
because of the dotcom bubble burst. 
Among all the classes of IP assets, it is 
patents that have the most financing po- 
tential. Given that the total asset value 
of patents across the globe is $1 tn and 
that licensing patented technology gen- 
erates revenue of $100 bn a year, there is 
big potential for companies. So far, only 
a few deals have been made in the patent 
securitization. Most IP deals depend on 
the financing needs of the patent owner 
and his willingness to form a transition 
structure that protects him against 
risks associated with patents. Also, IP 
deals will help the patent owner to 
quickly recoup R&D costs incurred in cre- 
ating the IP asset (patent). 

According to Yarett, failure of trade- 
marks and other intellectual property to 
have sufficient cash flow to pay debt is 
the potential risk for investors and bank- 
ers. For a securitization to be successful, 
the value of future royalties must be pre- 
dictable and risks that are undermining 
the demand for product protected by IP 
must be understood. If there is no history 


Intellectual Property Securitization 


and past performance, it is difficult to 
predict the future cash flows created by a 
patent. Hence, that patent which has 
moved past this stage and demon- 
strated its experience with many years 
of royalty payments has a better chance 
for securitization. 

With the evolution of technology, it 
may be difficult to predict how market 
forces may impact IP valuation. Hence, 
such uncertainty may discourage inves- 
tors from investing in IP-related assets. 
Also, as technology advances, it makes 
the benefits of a particular patent obso- 
lete. This risk is mostly experienced in 
the high technology industries, such as 
semiconductors and pharmaceuticals, 
where the speed of innovation is swift. 
Therefore, the royalties generated by the 
patent (paid as percentage of sales) 
could decline rapidly, making the histori- 
cal revenues irrelevant. Default on pay- 
ment obligations, which is known as lic- 
ensee payment risk, poses a threat to the 
investors. Also, the expiry of current li- 
cense agreements during the tenure of 
securitizations would make it difficult to 
predict royalties in the new licensing 
agreement. Moreover, there may be legal 
risks like product liability, patent chal- 
lenge, and bankruptcy involved with it. 
Even in trademarks (right to control the 
use of a logo or brand name) the risks are 
similar to that of patents. 

Yarett says that the future potential 
for securitizing IP assets is quite big given 
the fact that there are thousands of pat- 
ents, trademarks and copyrights. With 
cautious asset identification and valua- 
tion, securitization is a viable option to 
raise funds and should be considered as a 
way to monetize intellectual property. As 
the risk assessment of IP bonds is diffi- 
cult to predict, most issuances have been 
confined to very few sectors. With the in- 
crease in importance of intangible assets 
over tangible assets on balance sheets of 
major companies, the tools available for 
the effective risk management of financ- 
ing IP assets may propel the growth of the 
IP securitization industry. «^ 


N Janardhan Rao 
and Ravi Babu Adusumilli 
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Reliance's SEZ Foray 








The SEZ scenario gets hotter as Reli 


Thatever Reliance does, it does 
in style. And it makes India 
Inc. sit and take notice; 


whether it was its foray into telecommuni- 
cations or petro-retailing or retailing, it 
simply overwhelmed the competition with 
its aggressive entry. So when it revealed its 
plan to set up Special Economic Zones 
(SEZs) in the country, competitors did feel 
the heat. Mukesh Ambani-led Reliance In- 
dustries Ltd. (RIL), India’s largest private 
sector firm, made its intentions clear when 
it signed an agreement with the Haryana 
State Industrial and Infrastructure Devel- 
opment Corpn. Ltd. (HSIIDC)to set up the 
country’s largest multi-product SEZ in the 
state, to be built over a period of 10 years; 
SEZs are defined as geographic regions 
designated for economic development ori- 
ented toward boosting inward FDI and ex- 
ports, anc supported by special policy in- 
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Hype and Reality 





ance, along with some major business 
houses in the country, announces big bang investments. 





centives by the government. Besides 
Haryana, the group has also plans to set 
up two SEZs in Maharashtra—Navi 
Mumbai SEZ (NMSEZ) and Maha 
Mumbai SEZ (MMSEZ)—in partnership 
with the state-run City and Industrial De- 
velopment Corporation (CIDCO) of 
Maharashtra. These projects would entail 
huge investment; while Haryana SEZ will 
require an investment of Rs. 40,000 cr, of 
which Rs. 25,000 cr will be pumped in by 
RIL and the remaining Rs. 15,000 cr is ex- 
pected to be invested by other companies 
which will set up their units in the SEZ the 
Mumbai SEZs will require an initial in- 
vestment of Rs. 25,000 cr and an addi- 
tional sum of Rs, 2,50,000 cr after a de- 
cade. Reliance is going to acquire a large 
area of Maharashtra and Haryana. 
MMSEZ will be set up on 10,000 hectares 
and the Haryana SEZ will be spread over 


25,000 acres of land between Gurgaon and 
Jhajjar. These plans, if materialized, are 
expected to give a strong boost to the do- 
mestic economy. For instance, according to 
the company, the two proposed zones in 
Mumbai alone would contribute Rs. 
50,000 cr to the exchequer. The renewed 
thrust on SEZ is a part ofthe government's 
vision to improve its share in the global 
trade. And, SEZs are just expected to help 
achieve this goal faster. 

The Haryana SEZ is designed to in- 
clude a 2,000 MW captive power genera- 
tion plant (of which about 500 MW would 
be utilized in the SEZ and balance given to 
the state government). Mukesh Ambani, 
the group's chairman, commented: "The 
project would focus on new-generation 
technologies, including nanotechnology 
and biotechnology, besides a major em- 
phasis on agro-based industries." The 
company has already developed a master 
plan, which envisages development of a 
fully-integrated city having an airport, rail 
linkages including from Delhi Metro, an In- 
ternational Container Depot, and ad- 
equate supply of power, water and commu- 
nication facilities. 

These SEZs are expected to deliver ben- 
efits, which appear to be just mind- blowing. 
According to estimates, the Haryana SEZ 
could add 500,000 jobs in the next decade. 
The combined revenue from all the indus- 
tries located in the SEZ is expected to be 
between Rs 40,000-50,000 cr in the first full 
year of operations, which is at least four-five 
times more than the annual revenue of the 
state government now. For Mumbai SEZ, 
the employment figure may even touch 
25,00,000 and would contribute Rs. 50,000 
cr (Rs. 500 bn) to the country's exports on 
becoming operational. 


SEZ's stumbling blocks 
However, notwithstanding such growth 
promises, there are some harsh ground 
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SEZ Performance - It sez it all 
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realities to face. So far, the SEZs’ perfor- 
mances in India have been not so encour- 
aging, be they in terms of export growth or 
in terms of attracting FDI. For example, 
as on March 31, 2006, all the 15 SEZs 
currently functioning in the country at- 
tracted a meager investment of just 
about Rs. 2,200 cr and generated employ- 
ment for only about 1.1 lakh people. Also, 
while exports from these SEZs registered 
a Compounded Annual Growth Rate 
(CAGR) of 25.8% between 2001-02 and 
2004-05, their share in the overall exports 
from India, have increased only margin- 
ally, from 4.2% in 2000-01 to 5.1% in 
2004-05. These statistics pale in com- 
parison with the SEZs’ performance in 
the neighboring China, the world’s fastest 
growing economy. Indeed, India can draw 
a lesson or two from China's SEZ book. 
For instance, Chinese SEZs account for 
12% of the country’s GDP. Further, 
China’s Shenzhen SEZ alone accounts for 
one-seventh of China’s trade volume, with 
a growth of 38% between 1981 and 2004, 
and has seen the zone’s per capita income 
grow fourfold since 1990 to 13,700 yuan, 
which is the fourth highest among Chi- 
nese cities. Also, in terms of size and 
scale, Indian SEZs are nowhere com- 
pared to Chinese SEZs. According to a 
study by Morgan Stanley, while RIL's 
SEZs are much bigger compared to the 
existing SEZs and also better than most 
other new SEZs announced so far, they 
would still be smaller than the major 
SEZs operating in China. For instance, 
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the top three SEZs in China cover areas of 
126, 51, and 47 square miles in 
Shenzhen, Xiamen, and Zhuhai, respec- 
tively, as against 46 square miles for 
RIL’s project near Mumbai and 38 square 
miles for the Haryana SEZ. 

Another area where Indian SEZs, both 
existing as well as planned, do not com- 
pare well with highly successful Chinese 
SEZs is the scale of operation. Many ana- 
lysts suggested that one of the key pur- 
poses of SEZs is to build scale-related ad- 
vantages, but most of the proposed SEZs 
are minuscule in size. Morgan Stanley, a 
global investment banking firm, said, 
“Ever since the new SEZ policy was ap- 
proved in February this year, the govern- 
ment has already received more than 100 
applications to set up SEZs, but no serious 
efforts are being made so far to build “real” 
large SEZs and the policy needs to be re- 
worked to achieve this target.” Even units 
from Domestic Tariff Area (DTA) have 
been substituted to SEZ area to get tax 
benefits. Such a move is very “unlikely to 
provide the much-needed fillip to the In- 
dian small and medium sector competi- 
tiveness” feels Morgan Stanley. 

Another concern is that Chinese SEZs 
are financed mainly by non-resident Chi- 
nese in labor-intensive industries—an un- 
likely scenario in India given that FDI regu- 
lations in SEZ in India are restricted and 
complex. Experts say that while the ab- 
sence of natural gateways like ports is one of 
the major problems, India faces another 
challenge in the area of design and structure 
of SEZs. The reason being, Indian SEZs are 
small in size, and also they focus on single 
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specific sectors, such as electronic and IT 
services, gem and jewelry. Hence, while 
China could use its SEZs as a test bed for 
the whole country’s economic reform which 
is widely successful today, the growth of In- 
dian SEZ has became stagnant and more 
vulnerable to the ups and downs of particu- 
lar commodity prices. 

However, the new SEZs planned by 
Reliance are multi-product in nature. Both 
MMSEZ and NMSEZ in Maharashtra will 
have complete civic infrastructure, busi- 
ness centers, residential colonies, aca- 
demic institutions, hospitals, and sports 
and recreation centers. For its Haryana 
SEZ, Reliance proposes to restrict com- 
mercial development to 20% of the 25,000 
acre zone in close proximity of West Delhi. 
The residential area is proposed to be kept 
at 15% of the total zone and will cater to 
different classes of housing. “Most of the 
foreign investors that have looked at India 
have complained about the basic infra- 
structure. Thats what we're trying to ad- 
dress to make sure infrastructure is avail- 
able for them," the company sources said. 

Though from internal standards 
Reliance SEZs are not that large, yet it has 
not stopped critics from alleging that the 
petroleum behemoth is indulging in land 
grabbing and tax arbitrage. Rajendra 
Ravi, convener of National Alliance of 
People's Movement, criticized the firm say- 
ing, “In many states farmers are being 
asked to surrender their lands even at Rs. 
300 per square yard. They are expecting 
even worse." The concerns are not un- 
founded though. For, once the lands come 
to the developers, their prices begin to rise 
exponentially. After that even if they dont 
complete the development process within 
three years, nothing can be done except 
withdrawing their tax benefits. But they 
were then already benefitted by cheap buy- 
ing price and tax benefit given until then. 

Another argument that goes against 
SEZs is that China rode success with its 
SEZ foray as it introduced a 'testing labo- 
ratory' for reforms, way back in 1980. 
SEZs were conceptualized so as to pro- 
vide China, which until the late 1970s 
had remained isolated from the interna- 
tional economy, with an opportunity to 
attract foreign investment, leveraging its 
cost competitiveness owing to cheap and 
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Business Environment 








INTERVIEW 





‘Large investments with slow returns require deep pockets. Reliance and now 


few other major players can provide such sustenance. 


— Ashok K Mittal, Professor, IIT, Kanpur 


What strategic move do you consider behind RIL's huge investment plan for constructing SEZs in 


Haryana and Mumbai? 


Diversification with a long-term view on infrastructure investments which have 
long gestation periods for payout but have stable long-term returns. 
How realistic are the promises of export anc job potential of these SEZs? 
Depends on how well these SEZs take shape. In case the agro industry is able to 
Given that SEZs have not found many takers in India until Reliance’s big bang entry and the hype 
it created, what lessons can our country learn from the success of countries like China? 
Large investments with slow returns require deep pockets. Reliance and now few 
other major players can provide such sustenance. 
Do you think Reliance’s SEZs are big enough to place India on par with countries like China? 
It does not have much to do with size but with the infrastructure like power, 
| transport, government interference, flexibility in management of human resources 


and attitude of investors. 


What ind of policy initiatives are imperative to be taken besides those related to labor laws and 
-indireet taxation so as to boost investments in SEZs in India? 
Flexibility in human resource management, speedy legal processes, faster clear- 


ances, clarity and stability in tax regime. 


skilled labor. Shenzhen, Zhuhai and 
Shantou in Guangdong Province and 
Xiamen (Amoy) in Fujian Province, which 
were set up as SEZs, became the testing 
ground for reforms to be introduced in the 
country later. Now, with China's accession 
to WTO. and as preferential measures en- 
joyed so far by SEZs, concentrated in 
coastal regions, are reaching to inland ar- 
eas as well, the SEZs are lesing much of 
their relevance. Further, in the backdrop of 
growing economic differential between dif- 
ferent regions of China and subsequent 
protests by people at large, the govern- 
ment has been forced to reallocate fiscal 
resources from SEZ to inland areas. 
Hence, at a time when China is shifting 
gears, if not dumping the concept, to what 
extent India can realize its SEZ dream. 
Though the government has come up 
with a host of measures to boost SEZ see- 
nario in the country, they may not be 
enough to realize the big SEZ dream. 
While on the positive side, the government 
has set up a single window clearance 
mechanism for simplification of proce- 
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dures for development, operation, and 
maintenance of the Special Economic 
Zones and for setting up and conducting 
business in SEZs, critics say that inviting 
investment in the proposed SEZs, either 
indigenous or foreign, may not be as easy 
as expected. Then there is the thorny issue 
of the labor reforms. Also, the country’s con- 
tractual labor laws, which do not allow en- 
trepreneurs to adopt “hire and fire” norms, 
will act as a major hurdle. Though the gov- 
ernment has attempted to usher in a sim- 
pler labor regime with easier hiring-and- 
firing norms, keeping in view the seasonal 
nature of business, particularly for ex- 
ports, political compulsions have not al- 
lowed it to incorporate required changes in 
the SEZ Act. Thus, it has left the issue to 
states to decide the policy regime. Another, 
but more contentious issue, which brought 
about much dispute within the govern- 
ment, is the relaxation of indirect tax law. 
Another concern is the fact that social in- 
frastructure created beyond the needs of 
SEZ will be subject to tax and the BOA 
(Board of Approval) is to decide how much 


infrastructure is required for the smooth 
functioning of the zone. Further, the export 
entitled to claim tax benefit should be a 
physical export. Nonetheless, a section of 
experts opine that the stand is not unjusti- 
fied as the tax benefits in China’s SEZs 
were available only to foreign investments, 
not exports. Nonetheless, it is encouraging 
that the new SEZ Act attempts to bring 
together earlier scattered SEZ-related 
laws, which were scattered among differ- 
ent acts and rules. This uniform SEZ policy 
bodes well for the growth of SEZ in the 
country, say the experts. 


Nonetheless, it’s raining SEZ 

However, it is not just Reliance which is 
chasing the SEZ dream. In fact, a spate 
of announcements from India’s leading 
business houses confirm the growing in- 
terest among entrepreneurs to capital- 
ize on the opportunities thrown by 
SEZs. The list, which includes who is 
who of India Inc.’s from ONGC to 
Mahindra (Mahindra World City, 
Chennai) to Wipro (Salt Lake, Kolkata) 
to Biocon to the Adani group comprises 
a total of 40 major players who have an- 
nounced to set up SEZs in the country. 
According to estimates, if all these 
projects take off as scheduled, the new 
SEZs in India would see a whopping in- 
vestment, in excess of Rs. 1.5 lakh cr. 
Barring some hurdles, proponents of 
SEZ believe that these new projects 
would sail through and in fact bring in 
the kind of revolution not witnessed in 
the previous SEZ era. And it seems there 
is no reason to doubt why this dream 
cannot be realized. Already, Software 
Technology Parks like the STPI, Banga- 
lore, which contributes 37% to the 
country’s total software exports, have 
been a major success in the country and 
have unleashed the kind of exports 
growth which was not imagined a decade 
ago. And firms like Reliance, with their 
superb project management and execution 
skills, and Wipro, are the fighters with a 
proven track record. Therefore, for now, give 
them a chance and be patient. ^ 


Amit Singh Sisodiya 
and Madhuparna Chakraborty 
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E CORPORATE STRATEGY 


GM-Renault-Nissan 


Will it Work? 








The proposed three-way, three-continental strategic alliance among GM, 
Renault, and Nissan offers too few synergies to make it work for them. 





n early July, a proposal from Kirk 
Kerkorian, one of the largest share- 
olders of General Motors (GM), 

took the entire global auto industry by 
surprise. Kerkorian, who holds 10% 
shares of the company, had proposed a 
three-way alliance among American gi- 
ant GM, France-based Renault, and 
Japan’s Nissan. Two weeks later, in 
mid-July, the three companies have is- 
sued a joint statement that they are 
willing to review the proposal. Accord- 
ing to reports, the companies will con- 
duct a 90-day review of the potential 
benefits and possible synergies that 
can be derived from the alliance. If GM 
decides to join hands with Renault and 
Nissan in the proposed strategic alli- 
ance, the global car industry could be in 
for a radical shakeup. Prima facie, the 
combined group would create a very 


dominant player worth $327 bn that 
would roll out as many as 15 million 
vehicles in a year and control almost 
one-fourth of the global market. How- 
ever, industry experts are divided over 
the prospects of the alliance and 
the benefits it can accrue to the three 
companies. 

GM, the world’s largest car maker by 
volume, has been in deep financial cri- 
sis for more than a decade, owing to bur- 
geoning labor costs and dwindling mar- 
ket share. Although its embattled 
Chairman, Rick Wagoner, has taken se- 
vere cost-cutting measures, it could be 
of little help to save the company —last 
year it posted a net loss of $10 bn and 
its sales dropped by 12%. On the other 
hand, Renault is Europe's most profit- 
able mass market car maker and its 
market capital is almost double that of 


GM while Nissan is now Japan’s second 
largest and the world’s most profitable 
car manufacturer by margins. The two 
companies are eyeing a 20% stake in 
GM. Given their financial positions, it 
may not be difficult for them to afford it 
(it will cost them around $3 bn), but 
analysts opine that the companies 
should cautiously weigh the pros and 
cons; else it could prove disastrous, as 
with other alliances in the past. 

In the past decade, there have been 
many attempts in the global auto in- 
dustry to consolidate, but most of them 
met with failures. Two unprofitable 
firms, Jaguar and Saab, were acquired 
by Ford and GM respectively only to re- 
sult in further losses. Another merger, 
between Daimler-Benz and Chrysler, 
that was portrayed as a merger be- 
tween equals, took six years to bring 
both of them on equal kneel. GM itself 
has faced similar situations during the 
mid-1990s when it bought small stakes 
in Asian and European firms with an 
intention to build a GM federation for 
greater market share. The idea was 
that, through this way, the company can 
gain small-car know-how and gain en- 
trance into these markets through the 
success of its affiliates. The result—GM 
sold out its stakes in Suzuki and Fuji 
Heavy Industries and had to shell out 
$2 bn to avoid the obligation to buy the 
90% of Fiat that it did not own. 

However, the trend of unsuccessful 
mergers did not extend to the Renault 
and Nissan alliance. One of the reasons 
could be the cross-holding nature of the 
merger—Renault holds 44% in Nissan 
while Nissan has 15% of Renault. An- 
other reason could be Carlos Ghosn, the 
star CEO of both the companies, who is 
highly regarded in the business circles 
for the way he turned around loss-mak- 
ing Nissan into a profitable one in the 
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very first year of his management. He is 
nicknamed “le cost killer” for the radical 
cost-cutting measures he adopted. Yet 
another undeniable reason is the syner- 
gies that the alliance offered in the ar- 
eas of product complementariness, geo- 
graphical reach, economies of scale, and 
cost savings. 

Mergers work only when there are 
synergies, say experts. But in the pro- 
posed GM-Renault-Nissan alliance, 
there are too few synergies to make it 
work. This is especially the case for GM, 
which is seeking to come out of the fi- 
nancial troubles through the alliance. 
Apart from the $3 bn that it will get for 
its 20% stake, there is little to look for- 
ward to in the near future in the form of 
synergies. GM already has enough geo- 
graphical reach; even if the alliance goes 
through, the partners might end up com- 
peting with each other. The cost-savings 
are also elusive, since GM's suppliers 
are already squeezed to the maximum. 
Product overlaps are another worry. 
Also, there is little chance for further 
economies of scale, as the company is 
already operating on a large scale. Cre- 
ating a smooth working relationship 
could also prove to be a challenge for 
these global companies given their 
sharply different cultures. The pact can 
also prove to be a divergent for GM, 
which is halfway through with its turn- 
around strategy. The United Auto 
Workers (UAW), which is in talks with 
GM for lying off 35,000 hourly-workers, 
also believes that the talks of alliance 


Share, % 


*Includes commercial vehicles and buses 
Source: Automotive News 





GM's strongest sales are in North America, 
while Renault fares best in Europe and Nissan in 
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could be a distraction for the company. 
Renault is also undergoing a restructur- 
ing that it started two years ago. It 
would be difficult for both to accommo- 
date each other's restructuring plans. 
Yet, Kerkorian and several other 
analysts see a lot of opportunity for GM 
from the alliance. The share price of GM 
jumped over 9.5% on the day the pro- 
posal was announced. According to 
CSM Worldwide, a research company, 
in the long run, the global footprint of 
the combined enterprise would be well- 
balanced among North America, Eu- 
rope, and Asia. Product rationalization, 
if achieved, will drive higher economies 
of scale. Further, the risk associated 
with developing advanced technology 
can be diversified among all the three 
companies. All these benefits might 
take years to see the light of the day. 
However, the fact remains that the syn- 
ergies from the alliance are more for 
Renault-Nissan than for GM. So, it is 
for this reason why some analysts are 
hinting that GM is carrying the review 
of the proposal just as a fiduciary duty 
and that it is not much interested in the 
alliance. They say that there is hesita- 
tion from Wagoner's perspective and 
enthusiasm from Ghosn. A turnaround 
specialist although he is, Ghosn ability 
to take on another company, that too as 
big and troubled as GM, is also being 
questioned. Whichever way it goes, 89- 
year-old Kerkorian has been successful 
in achieving at least two short-term ob- 


GM-Renault-Nissan 


jectives: to give boost to GM's share 
price and to put more pressure on Wag- 
oner for faster turnaround of his firm. 


Possible Impact on Indian Auto 


Majority of the industry experts feel that 
the merger will not take place. But if the 
alliance happens, the entire auto indus- 
try will feel the heat. As companies look 
for partners to withstand the dominance 
of GM-Renault-Nissan, there are al- 
ready speculations coming in about an- 
other round of consolidation in the global 
auto industry. The alliance would give 
rise to an interesting situation in India 
too. GM India is trying to come out of the 
decade-long slump. The company, after 
deciding to discontinue the Opel brand, 
is now focusing on Chevrolet and is all 
set to enter the small car segment 
through 'Spark' from GM-Daewoo. On 
the other hand, Renault has 49% joint 
venture with Mahindra & Mahindra and 
would be launching low-priced sedan Lo- 
gan, early next year that would compete 
with Tata Indigo, Ford Ikon and Maruti 
Esteem. Nissan currently markets only 
one model in the country, X-trial, that 
does not have significant volumes. The 
company has made an announcement re- 
cently that it would source small cars 
from Maruti-Suzuki. 

But GM already has a significant 
stake in Maruti-Suzuki. Through the 
Renault-Nissan alliance, GM can get 
some cash to further increase its stake in 
Suzuki and bring Suzuki also into alli- 
ance. Suzuki, also values its partnership 
with GM as it markets some of products 
of GM-Daewoo under its own name, and 
will be more than willing to do so. Such a 
four-way alliance among GM, Renault, 
Nissan and Suzuki will create a behe- 
moth in the Indian auto industry that 
will be hard to beat-the combination 
would control a whopping 60% of the In- 
dian market. As the possibility of such 
monolith can't be ruled out, the Indian 
auto industry is holding its breath as it 
watches the global developments. «^ 


D Satish 
and Smitha Deshpande 
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B INDUSTRY 


Global Forging Industry 


Thriving on Auto Boom 





As outsourcings of engineered and finished products are around the corner, 
the future seems to be lucrative for the low-cost forging players. 





e global forging industry —one of 
the oldest industries—is rapidly 
transitioning into a new phase by 

adopting several structural changes that 
are happening in the industry. The auto- 
mobile industry is the key driver for forg- 
ing industry and contributes to 65% of its 
revenues. Hence, the forging industry's 
fortunes are undoubtedly dependent on 
the automobile industry. Since a decade 
now, the global forging industry is under 
pressure with intensified competition 
from low-cost players like India and 
China. As a part of business restructur- 
ing, forging plants across world are relo- 
cating their base or are closing their loss- 
making units to remain competitive. As 
a result, the industry has seen rise of 
low-cost players from emerging markets 
such as India and China. 
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In search of low-cost destinations 
With the advent of offshore manufactur- 
ing across the industry value chain, the 
forging industry is now facing the tough- 
est challenge in its entire history—to 
combat the mounting competitive pres- 
sure. Rising input costs, capacity glut 
and heightened competition has forced 
the carmakers Daimler Chrysler, GM 
and Ford to cut costs. These price cuts 
have been passed on to the component 
manufacturers, thereby forcing them to 
reduce their margins. Hence, component 
manufacturers are left with only few op- 
tions, i.e., either shift to low-cost locations 
or shut down their plants. As a result, 
some of these plants were up for sale at 
low valuations. Also, many forging plants 
have become acquisition targets for low- 
cost players in India and China. 


The forging industry, being labor 
and capital-intensive, requires cheap 
labor and huge capacities in order to 
survive. Though labor cost plays a domi- 
nant role for the industry's survival, 
other factors such as rise in raw mate- 
rial costs, steel, oil, and low-cost compe- 
tition from new developing economies 
have often altered the industry com- 
petitive posture. Steven Szakaly, Chief 
Economist, Center for Automotive Re- 
search, says, "Western forging compa- 
nies are seeking protection from home 
governments in the form of tariffs or 
trade quotas as a short-term remedy. In 
the long-run, these western firms are 
moving up the value chain to producing 
higher value goods or products that are 
more complex”. 

Business restructuring is currently 
taking place in the global components in- 
dustry. Hence, the companies are concen- 
trating on core competence and retaining 
profitable segments. The industry is re- 
locating its base to low-cost destinations 
such as India and China. This has given 
an advantage for India and China to be- 
come key players in this sector. For in- 
stance, labor cost consists of 8-15% of the 
total cost in India compared to 25-4096 
in developed markets. Szakaly says, 
^Relocating plants is already happening 
but certain complex parts remain diffi- 
cult for western firms to ‘offshore’. This is 
partly due to simple quality issues: In- 
dian and Chinese firms are excellent at 
manufacturing relatively simple parts 
but are really still learning more compli- 
cated processes. Second, there are issues 
in terms of shippability of products espe- 
cially when lower cost alternatives are 
available in places like Mexico and East- 
ern Europe that while more expensive 
than India or China are nevertheless 
cheaper than the US or Western Euro- 
pean facilities." 
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portfolio of services spanning engineering services, strategic sourcing of components and supplying auto components. 


What is the current state of giobal forging industry, which 
Low-Cost Countries (LCCs) such as India and China? 
The global forging industry is definitely facing 
intense competition from LCCs. There are two 
principal reasons for this. Firstly, the global au- 
tomotive and auto component industries, which 
are the forging industry's main customers, are 

themselves under tremendous competitive 
pressure to cut costs and match international 
quality standards. Secondly, world-class forg- 
ing and auto-component manufacturers from 
LCCs, such as Bharat Forge and Sundram Fas- 
teners, are acquiring the scale and capabilities to cater to 
global demand. As a result, the global forging industry is 
steadily getting concentrated in LCCs. 


Are these players hiving off their labor-intensive forging plants to focus 
on profitable segments in which they have core competence? 
Correct, this is another industry trend that is increasingly 
becoming visible over the past few years. Leading auto and 
auto component manufacturers are realizing the potential 
of cost savings in hiving off the forging process or 
outsourcing it to countries with low-cost of labor and large 
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A case in point is that of auto component 
manufacturer Federal Mogul. During the last 
three years, the company closed nine manufac- 
turing locations in the US and Europe, and relo- 
cated production to low-cost destinations such 
as India, Czech Republic, China, Korea, Thai- 
land, Poland, Turkey, Hungary, and Mexico. 
This is expected to result in lower manufactur- 
ing costs, which in turn will have a positive 
impact on the company’s margins. 


How far is backward/forward integration important to 
global as well as Indian forging industry? 3 
It is seen that across all industries, the best companies are 
practicing vertical integration through partnerships with 
suppliers or distributors or both. This results in a higher 
degree of control of price and quality and reduces wastage. 
The same is true for the forging industry. | 

Several automotive component manufacturers are ac- 
quiring automotive forging companies to ensure that they - 
cover the entire portfolio of services spanning engineering 
services, strategic sourcing of components and supplying 
auto components. A good example would be that of Bharat 


Forge Ltd. BFL is the world’s second largest forging company 
and has shown tremendous growth over the past few years. 





capacities. 


Bharat Forge - The Indiar global giant 
A study conducted by McKinsey & Co and 
ACMA on the Indian auto components 
industry reports: *Based on the country's 
low factor costs and pool of skilled, engi- 
neering manpower as well as the matu- 
rity of domestic supplier markets, India 
could build an advantage over most com- 
peting low-cost countries in engineering 
skill-intensive parts. India, however, 
wont have much, if any advantage, over 
its competitors in manufacturing parts 
that are labor-intensive or require signifi- 
cant amounts of steel, cast iron, and rub- 
ber.” Taking advantage of the changing 
automotive industry, Bharat Forge has 
emerged as the second largest player in 
the global forging industry with its acqui- 
sitions spanning across the low-cost as 
well as high-cost countries. 
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Bharat Forge acquired Christall 
Forge of UK in 2000 for $4.5 mn and two 
German companies—CDP and CDP 
Aluminiumtechnik—in 2003-04 for 
$50 mn and $8 mn respectively. Last 
year, it acquired Federal Forge Inc. for 
$10 mn and Imatra Kilsta AB and its 
subsidiary Scottish Stampings for $55 
mn. Recently, Bharat Forge formed a 
joint venture with forging division of 
First Automobile Works—the largest 
Chinese automobile company. All the 
acquisitions made by Bharat Forge 
have taken its total annual forging ca- 
pacity to about 6,00,000 trillion, which 
is second only to Germany’s Thyssen 
Krupp. Bharat Forge has two manufac- 
turing plants in India and three in Ger- 
many, one each in Sweden, Scotland 
and the US. 


Bharat Forge believes in serving cus- 
tomers better across geographies. So, it 
needs to spread its capacities across the 
globe. The concept revolves around creat- 
ing “dual shore” manufacturing facilities 
that complement each other, ie., facilities 
closer to international customers’ produc- 
tion hubs focus on product design and de- 
velopment, and manufacturing high-end 
critical components; and high volume 
manufacturing should be undertaken at 
low-cost locations. While acquisitions in 
Europe and North America allow their 
manufacturing facilities to be closer to their 
largest customers, Chinese operations are 
aiming at high volume game. Today, 
Bharat Forge has its presence in every im- 
portant world market for passenger cars 
and commercial vehicles. It derives 64% of 
revenues from international market. 


As a part of its strategy, the company has undertaken sev- 
eral partnerships, JVs and acquisitions in recent years. The 
company has also taken steps to increase its product portfo- 
lio to be able to service a wider customer base. Earlier in 
December 2004, the company completed the acquisition of 
CDP Aluminiumtechnik to expand its product portfolio and 
broaden its business. 

How are the alliances and acquisitions among Indian and Chinese 

forging players making an impact on the global forging industry? 

Indian and Chinese players are effectively using cross-bor- 

der acquisitions and JVs to strengthen their presence and 

build competitive advantage in the global forging industry. 

Specific benefits from such deals are: 

global operations; 

dual-shore supply capability for heavy components; 

expanded product portfolio; 

strong design and engineering capability; 

wider customer base; 

scalable manufacturing capability. 

Noteworthy transactions in the recent past include: 

> JV between India’s BFL and China's FAW Corporation 
| in the first quarter of 2006, to create the largest forging 
company in China. 

» Acquisition of Carl Dan Peddinghaus, Germany's second 
largest forging company, by Bharat Forge, in 2004. This 
has made Bharat Forge the second largest forging com- 
pany in the world. 

> Acquisition of Dana Corp's (UK) forging unit by 
Sundram Fasteners, resulting in a strong foothold for 
the latter in the UK and other European countries. 
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Global Forging Industry 





Restructuring in global auto component business is presently happen- 
ing. Do you foresee any signs of relocating operations in the forging 
industry to low-cost locations such as India and China? 

Relocation of manufacturing operations to LCCs has al- 
ready been happening over the past few years. Besides the 
case of Federal Mogul mentioned above, other global auto 
component players who are restructuring operations and 
expanding capacities in favor of cost-competitive markets 
such as India and China include Visteon, Arvin Meritor, 
Delphi, Dana Corporation, etc. 


What is your forecast on outsourcing market for engineering products 
such as forging and finished products? 
The outlook of the outsourcing market for engineering products is 
quite positive. Globally, companies are facing tremendous pres- 
sures on the cost-cutting front. They are also required to main- 
ally. With India and China succeeding in these fronts, the future 
for manufacturing engineering products is very encouraging. 
According to the Association of Indian Forging Industry 
(AIFD, the current estimated exports of the Indian forging 
industry are approximately 15% of India’s auto component 
exports, equivalent to US$250 mn. By 2015, this is expected 
to increase to around US$3 bn. 
There are several factors that can contribute to the increase: 
Increasing overall demand for forging products; reduction in 
operation costs; liberalization has led to more and more 
MNCs entering the domestic automobile market, thereby 
increasing business opportunities in the forging industry; 
strong engineering and technical skills; world-class manu- 
facturing capabilities. 


Forging ahead 

The global automotive industry is at 
the threshold of restructuring due to 
variety of known factors such as cost 
pressures, legacy costs, pension costs, 
etc. Whenever restructuring happens, 
business is being shifted to low-cost lo- 
cations. But there are concerns about 
sustainability of low-cost products due 
to increasing raw material costs, espe- 
cially steel prices. Also, the price reduc- 
tion by auto makers every year has 
made it difficult for the auto compo- 
nent players to lower their prices. But 
industry is optimistic as huge capaci- 
ties coming up in the steel industry will 
correct the prices. Some players are 
opting for vertical integration to ensure 
raw material supply at affordable 
costs. 


The current consolidation drive in 
India and China to create large forging 
capacities is worrying global forging play- 
ers which are already struggling hard to 
reduce costs. The alliances and collabora- 
tions happening between Indian and Chi- 
nese players are sure to have an impact 
on the global forging industry. The in- 
crease in presence of Indian and Chinese 
players in the global automotive markets 
will enable them to have a say on the price 
of auto components. According the 
Szakaly, scale is important in any indus- 
try, but it is especially important in that 
forging industry which requires signifi- 
cant capital investments. 

Industry analysts opine that today 
the global auto majors are looking for low- 
cost, but tomorrow their attention would 
be on value-added products. Szakaly 


says, “Over the next five years, lower cost 
and less complex products will shift from 
being manufactured in the US, Europe, 
and Japan to areas with lower labor 
costs. These products are likely to be pro- 
duced in places like India and China. He 
adds, “Over the longer term, as Indian 
and Chinese firms gain experience, they 
are also likely to move to producing more 
complex and higher value-added products, 
though in these cases there exists the pos- 
sibility that the labor cost advantage may 
decrease.” The industry believes that 
these hurdles can be overcome by innovat- 
ing new technology, new products/pro- 
cesses and improving productivity. «^ 


N Janardhan Rao 
and Ravi Babu Adusumilli 
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B ARTS AND ARTISTS 


'Kanthapura' in State Mourning 


“| am a man of silence. And words emerge from that silence with light, of light, and light is sacred..." And that 
"light" —hRaja Rao—has rejoined the "perennial" light. 


aja Rao—“a proud Indian" 

Sadhaka of Sabda as Mantra — 
left fcr his heavenly abode on July €, 
2006 leaving behind his “magic 
casementí(s)" — Kanthapura, The Serpent 
and the Rope, The Chess Master and his 
Moves, The Cat and Shakespeare for us te 
meditate upon for times to come. 

His Kanthapura is “the finest novel to 
come out of India. .." The idiom he has cho- 
sen to describe the peasant life in it has a 
touch of the spiritual and the religious. 
while its inspiration tilted more towards 
moral and humanistic values. The 
authors longing for co-existence of all sec- 
tions with no discrimination is well con- 
veyed when Moorthy—the young brahmin 
boy, and the protagonist of the novel who 
enters a pariah’s house much before enter- 
ing a jail during the freedem struggle— 
said: “you know, brothers and sisters, we 
are here in a temple, and the temple is the 
temple of the One, and we are one with 
everything that is in the One, and who 
shall sey he is at the head of the One and 
another at the foot?” 

The intense passion of the author for 
*putting aside the idea of holy brahmin 
and the untouchable pariah" was dis- 
played through Moorthy's assertion: 
*brothers, and this too ye shall remember, 
whether brahmin or bangle seller, pariah 
or priest, we are al! one, one as the mus- 
tered seed in a sack of mustered seeds, 
equal in shape and hue and all." 

His magnum opus — The Serpent and 
the Rope, is more than a novel, for he has 
used it as a conduit to illuminate the 
minds of readers with the profound 
themes af "Vedantic conception of illusion 
and reality". Through his philosophical 
pilgrimage he made his ncvel to state: 
“India lies beyond sorrow" (for, how else, 
as Nehru wondered once, can one explain 
its “endurance amidst the horror of pov- 
erty and misery?”) The novel articulates 
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that reality is not an “object” but a living 
experience—its ground is Sat-chit- 
ananda (being-consciousness-bliss). 

The art of “objective detachment” has 
been well demonstrated in Saroja’s dia- 
log with her brother on marriage: “you had 
better wait till you see any in-laws. They 
already think I am a cloth in their wash 
basket: they'll know when to beat me 
against the stone, to make me white as 
milk. We girls are thrown to other fami- 
lies as the most intimate, and most pri- 
vate of our clothes are thrown to the dhobi 
on Saturday morning. Like cotton, we 
women must have grown on trees...” But 
the same Saroja, once decision was taken, 
assures her brother—the head of the fam- 
ily: “brother, I shall bring but a fair name 
to the household. Do not worry”. So she 
says with no “rancour, fury or accusation”, 
as though she was debating a social evil 
rather than her own imminent plight. 

His concern to depict every nuance of 
Indian ethos to perfection is well reflected 
from the way Little Mother deliberates 
upon the absence of her husband: *... as 
long as He was there, there was someone 
to look after the house, and now I ask and 
wonder what will happen to everything ...” 
How gracefully the author depicted the 
psyche of a typical Indian woman, who 


never refers to her husband either by 
name, or as “my husband” except by using 
“He”. This shows his sensitivity to the mi- 
nutest details of the social fabric of India. 
The Serpent and the Rope is indeed a jour- 
ney into the very meaning of love, mar- 
riage, compassion, duty, and reverence, all 
through the medium of fiction. 

In all his novels Raja Rao had con- 
sciously chosen English, which is quite 
different from that of the native speakers. 
For instance, the characters in 
Kanthapura sound so natural in their suf- 
fering and gaiety under the barbarity of 
caste-system for they speak an English 
that is more “Indianized” which aptly 
conveys their “movement of thoughts”. 
While the English used in Kanthapura is 
more akin to the language of folklore, in 
case of The Serpent and the Rope it is more 
“Sanskritized”, akin to the Latinated En- 
glish of Milton in Paradise Lost —a best fit 
for the “sophisticated narration and de- 
bate" that one encounters in it. It is such 
concerns of Raja Rao for accuracy in por- 
trayal of characters which make a reader 
believe that what Tolstoy said of Maxim 
Gorky —"the man seems to be all eyes"— 
is equally applicable to Raja Rao. 

His writings, true to the definition of 
Albert Camus about a novel that makes 
its novelistic great, are ^but a philosophy 
expressed in images": His philosophy dis- 
solves into images resulting in a ^fusion of 
experience and thought, of life and reflec- 
tion on the meaning of life". And this 
Exercitia Spiritualia is what reflects in 
Moorthy's prayer in Kanthapura: “O fire, O 
soul/give us the spark of god-eternal/ that 
friend to friend and friend to foe/One shall 
we stand before HIM." 

If only, the Indians of post-indepen- 
dence would imbibe his thoughts! «^ 


— GRK Murty 


Reference # 01M-2006-08-18-10 





Housing Loan 





ye pa. 






wnt, 
MAIL" 


| 


| 


hi 


"nn 


E 
WT 


DI 


Abhyudaya Bank Now brings down its 
Interest Rate to fulfill your Dreams 


Loans & Advances: 





Interest Rate 96 p.a. 
|. | House Repairs Loan/Personal Loan 12.00 


ll. Education Loan 10.50 


Rent Securitization Loan 10.50 







IV. Woman Entrepreneur 


10.50 
V. Loans & Advs. to Educational Institutions 11.00 
VI. Mortgage Loan (with equitable mortgage) 12.00 





. Secured Loans/Cash Credit Facilities (Priority Sector Advances) 11.00 


* Conditions Apply 


|5 Branches provide eleven hours customers service in two shifts & Sunday Banking 
24 Hours ATM Services are available in 31 branches 
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No. of Branches in Maharashtra is 52 with | Extention Counter 


FINANCIAL HIGHLIGHTS AS ON 31.03.2006 


(Amt. in Crores Rs.) 


Deposits : [835.86 CRAR : 39.6596 
Loans & Advances : 914.87 Net NPA : 0% 
Total Investment : 1263.52 Net Profit : 72.69 


Share Capital & Reserves : 514.44 


ABHYUDAYA 


CO-OP. BANK LTD. 
(SCHEDULED BANK) 

K.K. Tower, G.D.Ambekar Marg, Mumbai-400 012. 

Phone No.: 24140961-64, 56053690; Fax: 24139782 

Visit us at: www.abhyudaya.com 

E-mail: secretarial@abhyudayabank.net 
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Managed Services 
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The same factors that made India synonymous with software services are 
coming to the fore once again in the form of managed services. 


tis the same story, with the same 

players, but only with a slight 

change in the script. Indian compa- 
nies, after proving their mettle in the 
area of software services, are now pur- 
suing *managed services" — which, ac- 
cording to analysts, could be the next 
big wave for the Indian services sector. 
After IT and IT-enabled services, man- 
aged services are the buzzword in the 
Indian IT space. Players like Wipro, 
Satyam  Infoway, Datacraft, 
Microland, NetMagic, CMS, and HCL 
Comnet have already forayed into the 
managed services business and have 
carved a niche for themselves. What is 
more encouraging is that, unlike in 
software services, even the domestic 
companies are coming forward to avail 
managed services. A host of factors, 
like India's low-cost labor, a vast pool 
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of skilled professionals, suitable gov- 
ernment policies and a favorable envi- 
ronment, that are believed to be the 
factors behind the success of India's 
software industry, are again seen fa- 
voring the budding market of managed 
services. 

Managed services are network-re- 
lated services that are outsourced to a 
service provider for installation, main- 
tenance and management. There are 
different areas of managed services 
like security, storage, voice and data 
integration, maintenance, etc., out of 
which management of Virtual Private 
Networks (also known as VPNs, they 
are a company's private network that 
makes use of the publicly available 
network like the Internet) is most 
popular. Other areas of rising interest 
are Voice over IP (VoIP) managed ser- 


vices, remote storage and backup, as 
well as support for monitoring and 
managing mobile devices. Companies 
can outsource some or all network ser- 
vices to a Managed Service Provider 
(MSP). In turn, the provider can design, 
deploy, and manage VPNs, Internet 
Protocol (IP) telephony, security, and 
other network services, thereby freeing 
companies to focus on core tasks. 

As more and more companies are 
realizing that focusing on core compe- 
tencies is the key to survival and suc- 
cess in the current business environ- 
ment, the market for managed services 
is gaining momentum. Also, the emer- 
gence of new data technologies, like the 
convergence of voice, video, and data, 
and the explosion of e-business across 
many industries, have resulted in cor- 
porate networks dramatically chang- 
ing and becoming increasingly com- 
plex. Adding to these woes, it is becom- 
ing extremely difficult for companies to 
keep pace with the changing techno- 
logical needs and recruit, train, and re- 
tain the staff required for this purpose. 
This trend has led to a complex spec- 
trum of managed services offerings 
with Managed Network Services 
(MNS) forming the foundation. 

The potential benefits of going in 
for managed services are many. “Man- 
aged services can help businesses re- 
duce overall network costs by 15% to 
25%”, says Sudhir Narang of Cisco 
(Cisco works with its service provider 
members in order to generate aware- 
ness among enterprises on managed 
services through a joint marketing pro- 
gram called the Cisco Powered Net- 
work (CPN) program). Further, the ex- 
penditures will also become more pre- 
dictable; for capital expenditures takes 
the shape of more-manageable operat- 
ing expenses. What's more, companies 
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Business Environment 


can streamline IT operations and net- 
works become more flexible and easily 
scaleable. Through MSPs, organiza- 
tions can gain network expertise that 
their own IT staff may lack. “Corporate 
end-users have realized the benefits of 
having tasks such as provisioning, 
implementation, configuration, sup- 
port, and ongoing operations managed 
by an outside party that specialized in 
these functions”, says Narang. The 
level of engagement with the service 
provider can be scaled to meet the 
needs of the individual business. And 
on the other hand, service providers can 
also benefit, by leveraging existing net- 
work infrastructures and expertise 
while developing new revenue 
streams—a win-win situation for both 
sides. 


The market and the players 
Globally, managed services is a grow- 
ing market and as per a recent report 
by Ovum, a research and consulting 
firm, the managed IP service market is 
expected to experience rapid growth 
from $20 bn in 2005 to $41 bn in 2009 
(20% CAGR). Out of the five IP man- 
aged services (IP Voice, IP VPN, Net- 
work Security, Network Storage, and 
Metro Ethernet) that Ovum tracked, 
IP VPN represents the largest market 
opportunity (53%) while IP Voice is ex- 
pected to grow the fastest at 65% 
CAGR. However, Charles Weaver, 
President of MSPAlliance, is of a dif- 
ferent opinion. He says, “Security will 
continue to be one of the principal driv- 
ers within the managed services indus- 
try.” He adds, “Security issues, specifi- 
cally data privacy, fuel much of the 
growth in managed services today.” 
On the domestic front, Indian en- 
terprises are fast recognizing the true 
impact of an IT-enabled business envi- 
ronment. According to New York-based 
Access Markets International report, 
20,500 Indian enterprises invested 
over US$596 mn in various kinds of 
telecommunications—over the course 
of last year. This rapid pace of IT adop- 
tion is expected to grow by 17.39% to 
$26.39 bn this year, according to a 
study by World Information Technol- 
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ogy and Services Alliance. Clearly, the 
market for managed services is huge in 
the country. Weaver says, “India has 
been, and will continue to be, a funda- 
mental component in the international 
managed services ecosystem.” He fur- 
ther adds, “While managed services 
continue their rise throughout the 
world, India will play an important 
role in the growth of that market.” IDC, 
a market research firm, estimates 
that managed services, which are 
growing at a CAGR of 16%, currently 
constitute only 30% of the total IT ex- 
penditure of companies. Another firm, 
META group, expects nearly 95% of 
global 2,000 firms will outsource at 
least one strategic IT function. Even 
the most conservative estimates 
project a growth rate of 40-50% in the 
managed services market in the near 
future. 

Many domestic companies are al- 
ready availing these services. In Febru- 
ary this year, the State Bank of India 
announced a contract worth Rs. 500 cr 
to Datacraft India, a leading MSP, to 
manage the task of networking and 
maintaining more than 1,500 
branches, around 3,000 ATMs in 49 
cities. Similar deals involving the 
outsourcing of network management 
were by Bharti (to IBM), Bank of India 
(to HP), Sanmar Group (to Wipro) and 
Department of Company Affairs (to 
TCS). But it is not only in telecom and 
BFSI sectors; the trend is fast catching 
up in other industries too. Experts be- 
lieve that managed services can find 
huge market in manufacturing, govern- 
ment and retail. Already, private 
sector players like Thomas Cook, 
Exide, Hero Honda, Shoppers’ Stop, 
and Pidilite are availing the managed 
services. 

There is no better endorsement of 
this growing trend than the fact that 
many MNCs are entering India to offer 
managed services to both domestic 
and international clients. The latest 
entrant is Nokia, in June this year. The 
global telecom giant announced to shift 
its managed services base from its 
homeland to India and the extension of 
the five-year contract with Hutchison 
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With falling ARPU, 
service providers need to 
offer an enterprise, a 
dynamic bouquet of 
“value-added services", 
as this adds to their 


— Sudhir Narang 

Senior Vice-President 

Service Provider & Government 
Cisco Systems, India & SAARC 


Essar, a mobile service provider, to 
manage the latter’s network to now 
cover 10 more geographical areas. 
Nokia’s recent step underscores its 
commitment to tap the growing mar- 
ket for managed services. Till date, 
Nokia has 39 managed service 
contracts with 30 countries globally 
and expects the figure to increase in the 
future. 


The emerging trends 
Previously, Indian companies had to de- 
pend on MNCs for obtaining outsourcing 
contracts. But now even the domestic 
companies have begun to outsource, not 
just low-end tasks but higher-end jobs 
as important as the management of 
their networks. There has been a definite 
change in the mindsets of Indian 
corporates, as well as the PSUs and gov- 
ernment agencies, where they are ac- 
tively seeking these critical end-to-end 
services from specialist vendors. The 
more technologies companies adopt, the 
more complex their networks become. 
This increasing adoption is giving birth 
to the trend of managed services, 
whereby enterprises and SMBs are look- 
ing to outsource some or all of their net- 
works or services to the service provider. 
By doing so, enterprises are increasingly 
focusing on their core competencies leav- 
ing the task of everyday network man- 
agement to the experts. 

“The most important consideration 
driving enterprises to outsource more 
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of their network services is customized 
service, according to an August 2002 
IDC survey on the decision-making cri- 
teria,” says Narang. This makes sense 
given that higher-value managed ser- 
vices are, by definition, more inte- 
grated into the enterprise customers 
online business processes than basic 
transport services. This also means 
that the mass-production mentality cf 
*one-size-fits-all" no longer applies to 
service providers as they move up the 
IT value chain. Following closely be- 
hind the need for customization is cost. 
The service offerings should be more 
cost-effective than if arranged by inter- 
nal IT departments. 

These market demands present a 
significant dilemma for service provid- 
ers and IT outsourcing companies, 
since customization of a managed ser- 
vice tends to increase rather than de- 
crease operations costs, but that is ad- 
dressed when some critical mass is 
reached. For service providers seeking 
to adopt this customer-centric ap- 
proach toward service delivery, the 
business transformation impact can 
be substantial. Successful implemen- 
tation of a standardized, modular ser- 
vice architecture framework touches 
every functional organization of the 
service provider. However, the result- 
ing financial benefits offer a compel- 
ling case for taking immediate and de- 
cisive action. 

Commenting on the latest trends in 
the market, Narang of Cisco says, "To- 
day, enterprises are mostly consider- 
ing outsourcing elements of their vir- 
tual private network." He further 
opines, “Whether this represents the 
beginning of a major shift in how enter- 
prises deploy and use network services 
will depend on whether the service pro- 
viders can offer compelling and reliable 
services in defined service-level agree- 
ments." Some examples of the compa- 
nies that have gone in for managed ser- 
vices— UCO Bank, Bajaj Auto, Devel- 
opment Credit Bank, Hutch, Blue Dart 
and DHL among others. 

According to Narang, the SMB sec- 
tor holds the “maximum potential" for 
managed services. Businesses of all 
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sizes today face increased network 
complexity, changing bandwidth 
needs, and reduced budgets. Never- 
theless, they often find that the tradi- 
tional solutions to these challenges 
distract them from their core business 
strategies. SMB is a fast emerging 
segment for managed services in In- 
dia. As per a Frost & Sullivan survey, 
the market for managed services in 
the SMB segment alone is expected to 
grow from $37.8 mn in 2005 to $75.9 
mn in 2008. Narang, however, feels 
IP-based managed services can yield 
impressive advantages, no matter the 
size of the business or the level of 
engagement. 


Future tense 

Managed services are about changing 
the way consumers use IT. More spe- 
cifically, it is about changing the rela- 
tionship between MSP and client. 
Weaver of MSPAlliance says, “The old 
way was that the IT provider made 
money when the client suffered IT 
problems. The new way (in managed 
services) is that the MSP makes the 
most amount of money when the client 
network is functioning properly.” Ex- 
perts say that in future, managed ser- 
vices will move from discrete projects 
to “total-outsourcing” which will in- 
clude multi-million, long-term con- 
tracts with companies. India is being 
recognized as the land of opportunity 
by both domestic and international 
MSPs. 

However, one of the major chal- 
lenges faced by the MSPs is to con- 
vince their prospective clients about 
the quality and reliability of their ser- 
vices. Companies are wary of round- 
the-clock security and reliability of 
services provided by the MSPs. This is 
more so the case for upcoming players 
than for established players. Weaver 
says, “The level of growth for India- 
based MSPs will be decided by the ef- 
fectiveness of those companies in com- 
municating their message to the rest 
of the world.” Narang adds, “With fall- 
ing ARPU, service providers need to 
offer an enterprise, a dynamic bou- 
quet of “value-added services”, as this 


— Charles Weaver 
President, MSPAlliance 


adds to their revenue stream. Al- 
though there is a large gamut of ser- 
vices that service providers can look to 
provide, the need is dictated by the 
enterprises." 

This trend of managed services in 
India is in itself a combination of two 
other trends in the Indian IT services 
sector—one, the domestic outsourcing 
is on the rise. Owing to factors such as 
global slowdown in IT spending, 
strengthening of the Indian rupee, and 
growing IT maturity in the country, do- 
mestic outsourcing is catching up in 
India. Second is evolution of the nature 
of outsourcing, from low-end to higher- 
end tasks. Companies, both global and 
local, finally seem to be shedding their 
inhibitions about outsourcing the 
management of their network and 
other infrastructure— a rather critical 
asset for any company. Indian compa- 
nies are clearly moving towards the 
higher ends of the outsourcing value 
chain. The area of managed services, no 
doubt, shows the potential of repeating 
the success story for India's IT-related 
services. à 


D Satish 
and Smitha Deshpande 
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Your office is your second home. 
Reason enough to protect it. 


NEW INDIA'S 
OFFICE 
PROTECTION 
SHEILD 





Every entrepreneur toils to build his business. Your employees, your office furniture, 
appliances/equipment are your assets. And these are exposed to all kinds of risks. Fire, 
short circuit, burglary or a natural calamity. In an unfortunate event all your assets, which 
you painfully built over many years can be destroyed/damaged. In such an event the 
cost of replacement is much more than the cost of insuring them. New India's Office 


Protection Shield as the name suggests shields your office and its contents from such risks. 
stay protected. Stay safe. 


© NEW INDIA ASSURANCE 








Assurance of the leader 





Visit us at www.niacl.com 


New India's Office Protection Shield covers: Building, Office contents, Tenant's liability, Money Insurance, Fixed Glass , Fidelity Guarantee, Electronic Equipment, Computers etc. 


Subject to policy terms and conditions Insurance is the subject matter of solicitation 


m CORPORATE STRATEGY 


Allianz 


Restructuring to Rescue 





The German insurer Allianz reveals new restructuring initiatives to resurrect 


itself. However, challenges abound. 


hen in May, this year, 

Allianz—Germany’s top in- 

surer— announced its latest 
first-cuarter results, it seemed that 
the last few years’ woes might be be- 
hind ncw. There were strong reasons to 
feel so. The group's first-quarter net in- 
come had grown by more than 34% to 
approximately 1.8 bn while its overall 
total revenues increased by 4.9% to 
29.6 bn. It also added to the optimism 
that this would just have the kind of 
rub-off effect on the performance for the 
rest of the current fiscal as well. How- 
ever, it shocked markets just a month 
after in June as it announced a painful 
restructuring which would involve lay- 
ing-off 7,480 employees, out of which 
5,000 job cuts will be carried out at its 
local insurance arm—that is about 
12.5% of its German insurance 
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workforce—in an effort to stem the loss 
in market share as customers mi- 
grated to rival firms. “Unfortunately, 
the measures that have been an- 
nounced are absolutely necessary: 
Over the past few years in Germany, 
particularly in insurance business, we 
have been continually losing clients 
and therefore market share. We cannot 
simply stand idly by”, said Michael 
Diekmann, Allianz’s CEO. 

However, the announcement did 
not go down well with its labor union, 
which even threatened to go on strike. 
Nevertheless, the insurer wants to go 
ahead with its cost cutting plan which 
it expects will reduce costs by as much 
as 600 mn ($758 mn), while the 
changes at Dresdner would likely re- 
sult in savings and increased revenue 
of some 600 mn ($750 mn) in 2008. 


Speculation about potential job 
losses at Germany’s largest insurer 
has grown since Allianz unveiled a 
plan last year to streamline itself on a 
pan-European basis, including merg- 
ing separate German insurance opera- 
tions that employ 40,000 people, says 
a report by Insurance Newscast. “The 
plan at Germany’s largest insurer is to 
bring its property and casualty, life 
and health insurance business under 
one roof, as well as merging separate 
sales forces, to boost efficiency and cut 
costs,” it further said. 

However, the latest move is a part 
of the restructuring drive initiated in 
the wake of the German group’s larg- 
est, which was also its first-ever, an- 
nual loss of 1.17 bn($1.23 bn) re- 
corded in 2002. The firm attributed it 
to weak capital markets, natural ca- 
tastrophes, and increase in reserves for 
asbestos claims in the US, among 
other factors. The poor performance 
was despite significant improvements 
like a strong rise in premium income 
and a consistent reduction in the com- 
bined ratio in the group’s operating in- 
surance business. The group’s Achilles’ 
heel was Dresdner Bank, the entity 
which it acquired in 2001, as it posted 
a loss of 935 mn ($991 mn) during the 
fiscal. And it continues to be a drag on 
its balance sheet. “Since Allianz 
bought Dresdner, the bank’s Frankfurt 
headquarters, adorned with its green- 
triangle logo, has looked increasingly 
like an outpost of the Munich insurer's 
empire”, commented The Economist in 
its March 20, 2003 edition. Such per- 
ceptions do not seem to have changed 
much even today. 


Atroubled marriage? 
The trouble started as early as in 2001, 
when Allianz acquired Dresdner for $29 





Allianz 








INTERVIEW 





Allianz may never experience the “good old days” but it may be able to reach a sustainable 
and profitable level of operation, albeit smaller and more focused. 


What factors do you attribute to Dresdner Bank's weak 


performance? 


My observations indicate that some of its opera- 
tions overreached, failed to produce the kinds of 
profits that were hoped for, encountered heavy 
competition and were affected by excessive 


costs. . 
4 

Do you think that the job-cutting measures taken by Ne 

Allianz can get back its prior heyday? Robert W Klein 


Only time will tell how much improvement 
Allianz will see. In its heyday, it probably ben- 
efitted from its large size and aggressive growth 
during a period when there was less competi- 


Associate Professor and Director 
Risk Management and 
Insurance Department 





markets where other firms are seeking to do the 
same things. The promise of the “financial su- 
permarket" appears to have been oversold and 
firms that focus on core competencies and ex- 
ploiting legitimate market gaps seem to be ex- 
periencing greater success. Some job-shedding 
is inevitable but insurers sometimes can take 
this too far. They end up losing the most valu- 
i able personnel, hurt morale and increase bur- 
dens on underwriters and claims adjusters with 
adverse results. It should be looking at the effi- 
ciency of its processes, its layers of manage- 
ment, and other expenditure to achieve true effi- 
ciency gains and not overly decimate its person- 


tion. Inevitably, the success of “giant” concept with extended 
operations in many areas may suffer in markets with in- 
creased competition where some competitors are better at 
exploiting core competencies. If one looks at other large fi- 
nancial firms such as Citigroup and GE in the US, you also 
see significant restructuring with these firms shedding 
some of their subsidiaries while acquiring firms in areas 
they believe they have greater strengths or better prospects. 
Allianz may never experience the “good old days” but it may 
be able to reach a sustainable and profitable level of opera- 
tion, albeit smaller and more focused. 


What other cost-cutting measures do you suggest to be taken by Allianz 


instead of cutting jobs? 

As implied in my comments above, a firm like Allianz has to 
be realistic and pragmatic about the markets it operates in 
or enters-is there really room for it, does it have a compara- 
tive advantage, can it compete and be profitable. Acquisi- 
tion for growth’s sake or overly optimistic expansions are 
more subject to disappointing results in more competitive 


nel as the easiest and fastest way to cut costs. 


What are the challenges you think they might face? 

I think Allianz needs to have a clear vision and plan of how 
and where it can be successful and stick with that, subject to 
adjustment, unless it proves to be misguided. The main 
challenge they face is competition and possibly shifting mar- 
ket demands-this argues for pragmatic focus on where and 
how it will beat its competitors or at least carve a substan- 
tial niche. It might seek to sell stability, loyalty, and quality 
of services rather than low prices in insurance markets. 


How do you value Allianz vis-a-vis its competitors? 

I would still believe that Allianz has good prospects relative 
to its competitors if it learns from its experience, holds on to 
good personnel and customer relationships, and takes ad- 
vantage of its product line experience and core competencies. 
The trick is to shed that which has less value and retain that 
which does (and also has a market) in terms of personnel 
and corporate expertise and reputation. 


bn. Since then Dresdner has been a con- 
sistent drain on the group’s resources— 
spending more than 89 cents of every dol- 
lar earned last year! By the time, in 
2003, Michael Diekmann came in charge 
of Allianz, the company was literally 
bleeding. It needed to cut costs by closing 
units and shedding jobs to stem the re- 
current losses. However, what seemed to 
be a one-time affair has turned out to be 
a long-drawn exercise. What’s ironical 
about the whole exercise is that the job 
cut has been announced soon after the 


company recorded profits worth of 4.5 
bn in 2005. However, experts have wel- 
comed the move keeping an eye over 
Allianz’s return on equity which was 
12.6% in 2005, lagging behind Paris- 
based Axa SA’s 13.4% and Trieste- 
based Assicurazioni Generali SpA’s 
16.5%. The harsh strategy though essen- 
tial is raising several questions. Is it re- 
ally worth to make a gamble as big as 
acquiring Dresdner? Also, many even 
question the merit in keeping such unit 
still now. 


However, not to be unfair to 
Dresdner, many experts opine that not 
all the problems faced by the banking 
arm of Allianz are its own making. “Ger- 
many has hundreds of small public-sec- 
tor banks lending at hardly profitable 
rates, squeezing the margins of their pri- 
vate-sector peers”, said The Economist. 
And the problem has only worsened with 
the domestic economy stuttering, and 
speeding up the corporate insolvency 
rate, thereby resulting in a crisis in the 
banking industry. 
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Allianz — Losing Momentum 





Dresdner was forced to cut costs fur- 
ther and further, at first by 14%, followec 
by 10% in a year. The restructuring pro- 
gram symbolized by “3+one” did not 
prove as simple as was thought of. “I've 
stopped counting the restructuring pro- 
grams” was one of the banker’s annoyed 
responses. Nevertheless, on the positive 
side, in spite of all the efforts, the bank 
had a cost-income ratio of 73.7% in the 
first quarter, which was well above the 
65% cost-income ratio that German 
banks consider adequate. However, the 
recent massive job cutting measure 
made it clear that costs are not yet under 
control. 

Allianz is not the only insurer 
that’s been struggling. A host of insur- 
ers worldwide are struggling to meet 
market expectations. In fact, Allianz is 
the third European insurer to an- 
nounce job cuts, after Royal & Sun Alli- 
ance, and AXA. All these companies 
are struggling to meet or beat profit 
margins. In fact, even worldwide com- 
panies are closing their unprofitable 
units, shedding jobs, and taking more 
drastic steps to have a room in the 
world market. What’s new in this move 
is its rationale which can be seen as a 
part of the company's 3«one strategic 
decision taken. The strategy, followed 
since 2003, is meant to enhance pre- 
mium income, achieve quick profitabil- 
ity, and reduce complexity, keeping in 
mind the one strategic goal of increas- 
ing sustainable competitiveness. This 
required unification of Germany's frag- 
mented finance market. None of the fi- 
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nancial services companies lagged be- 
hind in this race and a series of deals 
were made though mergers and acqui- 
sitions. But during the last few years, 
Germany only witnessed the unworthi- 
ness of chasing these strategic moves. 
It saw the collapse of the merger be- 
tween Deutsche Bank and Dresdner 
Bank, the ugly strategic battle be- 
tween Bayerische Vereinsbank and 
Bayerisch Hypotheken-und 
Wechselbank (Hypobank), the co-part- 
ners of HypoVereinsbank (HVB). And 
the last to be enlisted is Dresdner- 
Allianz. More ironically, it is the 
underperformance of the Dresdner 
Kleinwort Wasserstein unit that is re- 
vealed to be issue of this friction as it 
took part in the divorce of Deutsche- 
Dresdner too. 


Future focus 

There is no denying the fact that the 
insurance juggernaut needs to be fight- 
ing fit and fast as well. “Today, we are 
able to do this from a position of 
strength. Anyone who puts off essen- 
tial decisions until some distant point 
in time will find themselves coming 
under far greater pressure in the future 
and then will be forced to take far more 
drastic steps”, commented Michael 
Diekmann, Allianz’s boss. The new 
business model will be implemented 
by 2008. It will insist on streamlining 
of company’s businesses by breaking 
and assembling total insurance unit 
into several centers for specific types of 
insurance. As a part of the revamp, 








Allianz — Sliding Down 


Operating margin, Pre-tax margin, 
Profit margin, Pre-tax ROE, After tax ROE 








Source: www.allianz.com 
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Allianz is not the only 
insurer that’s been 
struggling. A host of 
insurers worldwide are 
struggling to meet 
market expectations. In 
fact, Allianz is the third 


European insurer to 
announce job cuts, after 


Royal & Sun Alliance, 
99 


and AXA. 

Dresdner is creating three main divi- 
sions, private and corporate clients 
unit, investment banking and busi- 
ness services, which will provide back- 
office support to the other divisions. 
The bank wants its employees to rein- 
force sales activity more than before 
and thereby achieve a target of 300,000 
new clients this year. The insurer is 
planning to issue some catastrophe 
bonds to reduce risk exposure. Also, it 
is stressing on high quality training 
program for its employees. In future, 
Dresdner Bank is planning to provide 
advice to small and medium-sized 
business and corporate clients at 
about 400 locations (currently 120), 
and will thus seize the initiative in the 
competition for middle-market compa- 
nies. Also, the number of private bank- 
ing locations will be increased from the 
present 120 to about 400. “We want to 
be the number one in private banking 
in Germany”, emphasized Michael 
Diekmann. Let us hope so, as the in- 
surer is eyeing on Dresdner’s lumpy re- 
turn on equity of 12% by 2008. Just like 
the other insurance companies all over 
the world, Allianz is also fighting for 
keeping its prime position. The strat- 
egy, as sketched, is expected to provide 
financial strength to the company, 
however, provided that it is backed by 

perfect foresight. «^ 
Amit Singh Sisodiya 
and Madhuparna Chakraborty 
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For over a decade, Equitymaster has been following the best practices in equity research to ensure 
long term profitablitity rather than stop gap profit for investors. With thorough understanding of the 
markets, we offer unbiased and reliable stock recommendations and research reports to help you tide 
over the unpredictable nature of the markets. Our research methodology involves analysing not just the 
stocks, but also their managements before offering our view. Rest assured that our research is 
comprehensive yet simple to understand. To know more about us, log on to www.equitymaster.com. 
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Thanks, Mr. Rahul Mahajan! 


Is cocaine becoming a street drug in India too? 


ike; to the hype created by the media around Rahul 
Mahajan's drug episode, the nation's attention has been 
drawn to the drug menace fast creeping into otherwise conser- 
vative Indian homes, albeit metros. 

Analysts opine that it all started with the LPG- Liberaliza- 
tion, Privatization, and Globalization—process that was 
launched in the early 1990s. It is the booming IT industry followed 
by BPOs—the two significant outcomes of LPG—that made 
many enterprising young professicnals endowed with unique 
skills, filthily rich overnight. It indeed brought Lakshmi walking 
straight into many Indian middle-class families. 

But majority of this new clan of young entrepreneurs, profes- 
sionals, anc high-end employees are often found cribbing — that to 
stzy afloat in the new competitive world they have to spend five 
days a week on a maze of demands and are therefore, ending up 
stressed out. 

It is these young entrepreneurs/profes- 
sionals that are said to be eagerly seeking to 
have 3 to 4 lines of cocaine, a.k.a. “coke”, over a 
weekend, believing that it launches in them a 
sense of “invincibility”. Indeed, for some of 
them, snorting has almost become a *social 
lubricant". These “tragic beneficiaries’ of LPG 
era that are flush with easy cash flows and no 
parents around to offer the usual “deterrence” 
to keep them away from such “highs” have be- 
come the easy victims of cocaine, all under the 
illusion that cocaine unlike alcohol is more posi- 
tive in its impact— it takes a man toa “high” by unleashing tons and 
tons of energy, exhilaration, supremacy, stress relief and above all 
that it creates an instantaneous sense of being on cloud nine. 

It is not that we haven't had drug-addicts earlier, but that was 
mostly confined to the high-end professionals— such as fashion 
designers, artists from ad agencies, music and cine world, etc. But 
today, it has become the in thing for many young neo-rich. It is for 
such a lot that cocaine indeed is said to have become the major de- 
stressor of the weekend. 

Cocaine is sold at a whopping price of Rs. 5,000 per gram, which 
is not easily affordable, even for neo-rich professionals. But so only, it 
is feared that its cheaper version— "Crack" may be making inroads 
into India. “Crack” is the most dangerous variant of cocaine and 
comes in “smokable” form. There is another reason why its usage is 
likely to be high: as a user smokes cocaine, he experiences a “high” in 
seeonds and will have an immediate euphoric effect. Authorities 
fear that Cocaine’s entry into the country in the form of "Crack" may 
cause havoc in times to come. 

Usage of cocaine in a binge may result in increasing irritabil- 
ity, restlessness and paranoia, which can result in full-blown para- 
noid psychosis because of which the user loses touch with reality 
anc experiences auditory hallucinations. It can also cause distur- 
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bances in heart rhythm, heart attack, respiratory failure, strokes, 
seizures and gastrointestinal complications. It decreases appe- 
tite, leaving chronic users malnourished. Similarly, regular snort- 
ing of cocaine may result in loss of smell, nosebleeds, problems 
with swallowing, hoarseness, and a chronically running nose. Co- 
caine intake along with alcohol can prove more dangerous, since 
human liver, by combining these two produces cocaethylene, which 
of course intensifies its euphoric effect but potentially increases 
the risk of sudden death. 

The excitement of cocaine “high” is usually followed by a 
“crash”: a period of anxiety, fatigue, depression, and a longing for 
more cocaine to alleviate the feelings of the crash. And that is 
what is more damaging: it simply makes an otherwise produc- 
tive employee, less productive, and his intellectual output dimin- 
ishes substantially. The resulting loss in terms of work hours 
and efficiency levels—that, too, of knowledge 
workers—is sure to impact the economy ad- 
versely. It also causes financial and marital 
problems to individual drug users. In no way, 
it is good for any one in the society. 

That is not the end of the story, for the 
children of the drug-addicted parents are re- 
ported to be more vulnerable for such influ- 
ences. Even otherwise, youth everywhere is in a 
hurry to assert their independence, and in the 
process, do not mind taking greater risks. And 
fiddling around cocaine is no risk in their dictio- 
nary. To cap it, parents in today's India, being 
too busy in their economic pursuits that, too, even at odd hours, are 
having little or no time to spend with their children. This is unwit- 
tingly paving the way for youth to exploit all kinds of fun of “highs”. 
With the kind of newfound growth in the economy that we are wit- 
nessing, this problem is all set to compound. 

Drug addiction is a matter of morals and as any other moral- 
turbidity, it can also be corrected, albeit through tons of love and 
care from the parents and other family members. This indeed, is 
what Aletha C Huston, a researcher said: “the things that really 
predicted a child’s development were the characteristics of the 
mother—how sensitive she was and whether she engaged in 
stimulating and interesting activities with her child”. Isn’t it what 
our grannies also said: A strong family breeds strong values? 

With the kind of intellectual acumen that we claim to have in 
attracting a major chunk of world IT and BPO market into out 
country, are we to succumb to these vices? Are there not bette: 
ways of “de-stressing”? Isn't it good enough to spend weekends 
with family to rejuvenate ourselves? Are we that incompetent t 
moderate our lifestyle? Are we that stupid (to ruin our lives)? 


Think over Nation, Think! ^? g rl 
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Corporation Bank's 
search for outstanding 
SMEs is on. 

Are you in that league? 


Then rush your entries for the Corporation Bank 
National SME Excellence Awards. Grab the spotlight. 
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Corporation Bank National SME Excellence Awards are open to all categories, both manufacturing 
and service sectors — Food & Agro based processing, Textiles & Apparels, Auto components, 
Drugs & Pharmaceuticals, and other Small & Medium Enterprises. 





The Honourable Jury Members include: 





Sri. Brijmohan Lall, Chairman, Hero Honda Motors Ltd.: Sri. R Ravimohan, MD & CEO, CRISIL; 
Sri. Suresh P Prabhu, Social Worker and Educationalist; Sri. T N Ninan, Editor and Publisher, Business Standard: 
Dr. Amit Mitra, Secretary General, FICCI; Sri. Rajesh Dubey, CEO, SMERA; 
Dr. Manoj Vaish, President & CEO, Dun & Bradstreet Information Services Pvt. Ltd.; 
Dr. R H Patil, Chairman, The Clearing Corporation of India Ltd.: 
Sri. P C Nayak, IAS (Retd.) and Dr. N K Thingalaya, [Advisor]. 


Open to all SMEs 


For application forms, rules & regulations and other details please visit 9 
www.corpbank.in or knowledge partner at www.nitte.ac.in or call 098451 81557 
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“We must Build a New India” 


We no longer count the independence days or, do we? Perhaps the news- 
papers do: all the papers—National or Regional; English or Hindi; Bengali or 
Malayali—have screamed in chorus that the nation is celebrating its 60% 
Independence Day. 


The rest run on the lines of the same old script: security forces become (over) 
active; Red Fort gets spruced up; the neighbors get tucked insides; the Prime 
Minister arrives in a conclave; unfurls the flag and addresses the nation from 
the ramparts of Red Fort. But intriguingly this year, the ritual ended there. 


For, Dr. Manmohan Singh has chosen to be different in this Independence 
Day’s address: to begin with, his address was plain, simple and rooted in reality. 
He said: “We need a politics that will propel us forward. We need a politics that 
will guide us to new frontiers, take us to new horizons ...We must shun the 
politics of divisiveness and adopt the politics of change and progress.” 


He invited citizens to work for “an India that is united in thought, not 
divided ... an India that is united in seeking new opportunities for growth, not 
divided by disparities; an India that is caring and inclusive.” He even made 
pretty interesting, and daring observations about the “two major threats”— 
Terrorism and Naxalism—that the country is facing today: “Power will never 
flow from the barrel of a gun. Real power flows from the ballot box.” 


And that’s where all the excitement of listening to him evaporated, for the 
rest of his address reverted to the grand old tradition — of feebly listing out the 
accomplishments of his UPA government. It is a pity that instead of taking 
forward his new line of argument to its logical conclusion by projecting an 
appropriate course of action for “building new India”, he suddenly changed the 
trajectory. It becomes all the more painful when juxtaposed with the President’s 
appeal for “national awakening” and his proposal to ask the government and - 
parliament to formulate a Citizens Security Bill, Energy Independence Bill and 
adopt a resolution that “India will be transformed into a safe, prosperous, 
happy and socioeconomically developed nation before the 2020", which was the 
hallmark of his previous night's address to the nation. 


It is evident that if the Prime Minister wants to “build a new India of their 
(nation's youth) dreams", he has to not only act himself but also make every 
citizen act to his tune. That is the only way “to address this duality” of some 
harvesting fortunes under the globalization, while “vast segments of our 
people... continue to do backbreaking labor... (and) suffer from iniquitous social 
orders." 


Our thoughts are only clay, and they just need someone to mould them 
according to the changes required ofthe day. It is in this context that the citizens 
are fervently looking at the Prime Minister to lead them on the lines of his 
Independence Day address. The nation provides him no opportunity to brood 
"that there is nothing more difficult to carry out, not more doubtful of success, 
nor more dangerous to handle, than to initiate a new order of things". And he 
should not get scared of “barbs”. 


It is, no doubt, a daunting challenge but there is hope! For, it is the darkness 
of the night that gives birth to the Sun. 


GRK Murty 





As people who are making capitalism more attractive through entrepreneur- 
ship, I think we have to conduct ourselves in a manner that people see us as 
approachable. I believe in God. I’m very religious at home, though outside I am not. 
If I have to start all over again, I will choose the same people all over again. 


— N R Narayana Murthy, 
on his retirement from Infosys as its Chairman 


Indian companies have to build scale fast and also have to access relevant 
specialist skills. To meet this, they have to go in for acquisitions. 

— Sid Pai, 

Partner TPI (a global services advisory firm) 


Everyone experiences tough times, it is a measure of your determination and 
dedication, how you deal with them and how you can come through them. 

— Lakshmi Nivas Mittal, 

Steel Tycoon 


We are actively looking at acquisition opportunities in the US, Europe and 
emerging markets. 

— Ramesh Adige, 

Executive Director, Ranbaxy Laboratory Ltd. 


Emerging high growth areas such as remote infrastructure management, 
where we have virtually created a new market space through our co-sourcing model, 
has been a key growth driver. 

— Vineet Nayar, 
President, HCL Technologies 


The Indian IT and software industry is continuously renewing itself and seek- 
ing to grow by addressing newer service lines, the latest being engineering service. 
Companies in India have developed capabilities and skill sets, and have invested 
in technology platforms to leverage the opportunity. The growth in engineering 
services signifies the need for global corporations to expand their R&D pool beyond 
their home countries. 

— Kiran Karnik, 
President, Nasscom 


In a family feud, the value of business gets eroded and valuations are not as 
aggressive as they should be. 

— Sanjeev Krishnan, 

Executive Director, 

PricewaterhouseCoopers 
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M BUSINESS ENVIRONMENT 


Nearshoring 


India Catching Up? 


More and more Indian outsourcing companies are beginning to focus their 
attention on nearshoring to suit client requirements. 


ver the past few years, India has 

become one of the most favorite 

global outsourcing hubs. How- 
ever, a report from Gartner, Inc., a market 
research firm. cautioned that labor short- 
age and wage inflation would eat away as 
much as 45% of India’s outsourcing mar- 
ket share by 2007. This clearly signals 
that India may lose its hold on the global 
outsourcing market if it doesn't address 
these issues soon. One of the ways to 
raaintain its pace, while addressing these 
country-specific issues, is to explore new 
business opportunities in countries other 
than India. 

On the other hand, many of the Euro- 
pean and American clients also prefer to 
outsource their business to countries in 
close proximity. Therefore, Indian compa- 
nies are taking this opportunity to em- 
bark on a nearshoring voyage, which could 
also increase the comfort of their clients 
across the globe. 


Offshoring has been in the limelight since 
the last decade when the first world coun- 
tries like the US and the UK decided to 
concentrate on their core activities and 
outsource their non-core business activi- 
ties. Outsourcing was viewed as a solution 
to their concerns by reaping the benefits of 
economies of scale of developing countries. 
Among these, India has captured the ma- 
jor chunk of the outsourcing business. In- 
dia has asserted its position as the favorite 
destination for outsourcing activities by 
virtue of its strengths like huge English- 
speaking and skilled workforce who can de- 
liver the work at highly competitive prices. 
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Of late, a new demand has been wit- 
nessed from continental European compa- 
nies that also want to leverage the benefits 
from outsourcing work to low-cost centers. 
However, they are not willing to outsource 
their work to offshore centers but instead, 
prefer to choose nearshore locations for 
their outsourcing activities. Though the 
cost advantage of these nearshore loca- 
tions is lower than that of the offshore des- 
tinations, the European companies seem 
to prefer the nearshoring option with fewer 
savings rather than offshoring with higher 
risks. Interestingly, similar kind of inter- 
est has been evinced by even some of the 
American companies as they face increas- 
ing challenges in offshoring like labor 
shortage, increase in wages, etc. 


Why nearshoring? 

The major reasons for the growing promi- 
nence of nearshoring are linguistic, cul- 
tural and geographic similarities to their 
neighboring countries. For example, 
Western European clients are more com- 
fortable with outsourcing service provid- 
ers who can converse in their languages 
like French or German. Therefore, they 
find it more comfortable to outsource their 
work to Central and Eastern European 
(CEE) countries, which have linguistic 
similarities. 

Nearshoring will also help them avoid 
cultural differences that might arise by 
opting for offshoring destinations like In- 
dia. Their neighboring countries with 
similar cultural values would be able to 
accommodate the preferred work cul- 
tures. Geographic and time-zone proxim- 
ity have also been one of the important 
factors favoring nearshoring, as it could 


help clients in reducing their travel time 
to the outsourcing destination. 

Besides these, Free Trade Agree- 
ments such as NAFTA and CAFTA en- 
courage Americans to enhance trade with 
their neighboring countries. After the ex- 
pansion of the European Union, availabil- 
ity of tax incentives and cheap labor in the 
CEE countries are increasingly favoring 
Western European companies to choose 
for nearshoring centers. Shivani Shukla 
Raval, Industry Analyst, Healthcare 
Practice, Frost & Sullivan, India, opines, 
“One of the major reasons why 
nearshoring is gaining prominence is that 
offshoring presents many challenges, 
such as increased management complex- 
ity, reduced effectiveness and increasing 
time for completion due to communica- 
tion difficulties, perceived lower output 
quality and uncertain information confi- 
dentiality. The fear of security of informa- 
tion is especially true for the IT sectors". 


nearshoring 

As a part of their strategy to overcome the 
country-specific problems of India like high 
labor attrition rate and high wage infla- 
tion, the Indian companies are testing new 
waters outside India to meet the sizzling 
demand ofthe global outsourcing industry. 
They have been tapping potential markets 
and setting up global delivery centers over 
there and are employing local people in 
those centers thus, capturing more number 
of US and European clients. 

Progeon, a BPO arm of Infosys, has al- 
ready set up nearshore centers in the Czech 
Republic with 110 employees and China 
with around 50 employees. HCL Technolo- 
gies has around 2,000 employees in two of 
its nearshoring centers in the UK and one 
in Malaysia. TCS has centers in Uruguay, 
Chile, Hungary and Australia. ICICI 
OneSource, the BPO arm of ICICI Bank, 





INTERVIEW 


Nearshoring 


The key leverage for the Indian firms will be in the global footprint, service maturity and delivery from lower cost offshore 


destinations. 


India has been considered as the king of outsourcing 
activities since the past few years. With nearshoring 
gaining momentum, is India going to lose its edge over 
the outsourcing business? 

No doubt, nearshoring is becoming a popular altemative, 
particularly in countries near the US like Costa Rica, 
Mexico, Canada and to some extent Argentina and Brazil. 
However, it is unlikely India will lose its dominant position 
given Indian suppliers’ vast experience with large and so- 
phisticated projects and the development of new offshore 
offerings, like Knowledge Process Outsourcing (“KPO”). 


Of late, some of the Indian companies are setting up 

centers nearer to their international clients. What are the reasons for 

this trend? 

There are certain distinct advantages for selecting a nearshore option 

such as: 

= Geographic and Time-Zone proximity (necessary for “highly col- 
laborative” projects) 

m Favorable Trade Agreements such as NAFTA & CAFTA 

m Special language needs, such as Spanish to service Hispanic cus- 
tomers 

= Numerous direct (and short) travel options 

= Low supplier employee turnover and growing technical talent base 

= In some venues, Intellectual Property laws in accordance with WTO 
standards 

= Certain “cultural compatibilities" and stable geopolitical climates. 

These are a few generic nearshore advantages, with many other advan- 

tages being project-specific. 


What are the costs and benefits of opting for nearshoring when 
compared to offshoring? Do you think that nearshoring will be a 
viable alternative to offshoring? 

Depending on the size and sophistication of a project, a nearshore alter- 
native is, on occasion, cost-competitive (or possibly advantageous) 
when compared to an offshore arrangement. For example, increasing 
labor costs in India closes the gap between nearshore and offshore FTE 


Satyen Hombali 
Managing Director 
India Operations, NeolT 





cost options. Given certain project specifications and re- 
quirements, sometimes the nearshore option is advanta- 
geous when variable, direct and indirect project costs 
such as project trips, executive overhead, relationship 
management, transition, knowledge transfer, etc. are fac- 
tored in with fully loaded FTE costs. At this time, 
nearshoring is somewhat of a limited “real alternative” for 
large and complex projects since there are a small (but 
growing) number of qualified suppliers in these venues 
who have big project experience beyond their own bor- 
ders. Alternatively, small and less sophisticated projects 
may currently fit well in the nearshore space. However, 
nearshore suppliers and government agencies continue 
to make substantial investments toward growing supplier capabilities and 
building necessary infrastructure to compete with the Indian offshore 
business model. 


Can Indian companies compete with local service providers in tar- 
geting the nearshore market opportunity? 

We have not seen much focus in this direction as most Indian compa- 
nies are leveraging to the nearshore locations to set up their delivery 
facilities to support US/European customers. As the market opportunity 
in some of these nearshore destinations like Mexico, Brazil or Argentina 
expands and becomes attractive, we see Indian firms competing with 
local firms. The key leverage for the Indian firms will be in the global 
footprint, service maturity and delivery from lower cost offshore destina- 
tions. We have seen this trend to be quite strong in Canada. 


What are India’s favorable destinations for nearshoring? What are 
the advantages they offer? What are the various services that are 
nearshored? 

For the US as atarget market—Canada, Mexico, Costa Rica and Brazil are 
the current favorites. The advantages are similar to the ones outlined in 
question 2. The major services could include: infrastructure manage- 
ment, call centers, transaction-based BPOs, which require significant 
regulatory compliance and process apart from other generic IT and 
business services. 


has plans to open two nearshore centers 
with around 1,000 employees in Northern 
Ireland. Other mid-sized companies like 
Zensar are also eager to join the party. 
However, the next biggest challenge for 
the Indian companies is to prove their cali- 
ber by effectively competing with gigantic 
rivals like IBM Global services, EDS and 
Accenture in foreign countries. With the 
backing of its proven track record in not 
only back-end work but also sophisticated 
and complex processes like KPOs, it is 


likely that India will be better than other 
countries in overcoming the competition. 


Outlook 

The Czech Republic, Hungary, Poland, 
Romania and Ukraine with talented 
workforce and costs similar to India are 
the preferred nearshoring hubs for the In- 
dian companies to serve their European 
clients. Canada, Mexico, Brazil and 
Costa Rica are the preferred nearshoring 
hubs to serve the US clients. Nearshor- 


ing would definitely add to the fortunes of 
the Indian outsourcing market by getting 
more business from the new and poten- 
tial markets. This will also help India to 
strengthen its brand across the globe 
and further prove its mettle in this 
emerging trend also. (^ 


D Satish 
and Y Bala Bharathi 
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B CORPORATE STRATEGY 


Amul’s Infighting 


No ‘Taste of India’ 





With the exit of “The Milkman”, the dairy turns sour. 





We are not getting the right price for our 
products and making a loss of nearly 10%. 
In such a situation, we have no other option 
but to develop our own marketing and dis- 
tribution network. 

— Vipul Choudhary 
Chairman of the Mehsana 
Union told ET 


several years Amul has been 

one of the most talked about suc- 

cess stories from India, winning 
millions of hearts, minds and market 
share. According to The Economic Times, 
Brend Equity’s annual survey of India’s 
Most Trusted Brands, Amul is the 12” 
Most Trusted Brand among consumer 
product brands of Indian origin. However, 
given the present “canflicts” between the 
federation and its members, which have 
dealt a severe blow to its image, Amul 
must resolve to get out of this mess fast. 
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Amul’s voyage 

Operation Flood, a revolution in itself, 
was initiated by Dr. Verghese Kurien, 
the former Chairman of National Dairy 
Development Board (NDDB) who imple- 
mented it successfully over a period of 26 
years in three phases. Dr. Kurien made 
innovative use of a World Bank loan, to 
accelerate the revolution. During its first 
phase, Operation Flood linked consum- 
ers in India’s metropolitan cities: Delhi, 
Mumbai, Kolkata and Chennai. Surplus 
amount of dairy products imported from 
Europe was deployed as an investment 
in building India’s dairy industry. The 
126,000 mt of skimmed milk powder 
and 42,000 mt of butter oil, obtained 
from the EEC countries as food aid, were 
utilized to finance the program. For the 
first time in Indian history, food aid was 
witnessed as a vital resource of invest- 
ment. Initiated in the year 1981, the aim 


of Operation Flood II was to build a Na- 
tional Milk Grid by connecting 136 rural 
milk sheds in 22 Indian states. As a re- 
sult, there was a phenomenal increase in 
the milk sheds from 18 to 136. During 
the Phase 3 program, emphasis was 
given to R&D in animal health and nutri- 
tion. It enabled dairy cooperatives to rap- 
idly build up the basic infrastructure to 
procure more and more milk daily. 

The dairy cooperative movement in 
India took the shape of an apex coopera- 
tive organization called the Gujarat Co- 
operative Milk Marketing Federation 
(GCMMFP), which gave birth to “Amul”. 
GCMMF is a lean organization compris- 
ing of 12 affiliated member dairies/dis- 
trict milk unions, with each having its 
own manufacturing unit. Over the course 
of time, Amul helped in transforming 
milk from a commodity into a brand. 
“The Taste of India” created a wave in 
the Indian market with its commitment 
to quality and value for money. The suc- 
cess of Amul can be attributed to its 
strong advertising strategies and imple- 
mentation of the latest technologies. The 
successful utilization of IT to bridge the 
Digital Divide gave a giant leap to the 
brand to capture majority of the con- 
sumer market. The cooperative capital- 
ized on the untapped potential in milk 
marketing in the country while entering 
into retailing of agri products. 


Souring milk 
With such a huge cooperative structure, 
the GCMMF is reeling under the burden 
of its efforts to take the long stride, walk- 
ing hand in hand with the constituting 
unions. The friction between GCMMF 
and its constituent unions may lead to a 
major setback in its market perfor- 
mance. 

NDDB’s decision to float a subsid- 
iary marketing company, Mother Dairy 
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Corporate Strategy 


Foods Ltd. (MDFL), which in turn formed 
independent Joint Ventures (JVs) with 
state-level cooperative dairy federations, 
raised a lot of controversies. 

As per the new marketing strategy, 
NDDB will offer the newly established 
marketing company 49% of their shares 
to the dairy cooperatives provided the 
exclusive marketing rights for their prod- 
ucts are surrendered in return. 

It will create a petential danger to 
the cooperatives and may lead to the de- 
parture from fundamental cooperative 
principles. As per the law, “unlike in a co- 
operative organization where one man 
has only one vote, in a company one man 
has as many votes as the number of 
shares he holds. The power of the com- 
pany vests in the share capital provider.” 
Replicating the Amul pattern for the en- 
tire country is not a correct policy as it 
would then cantrol too much of the mar- 
ket share. As per Dr. Kurien, “the NDDB 
to allow the SCMMFs to retain majority 
equity in the proposed JVs. But the road 
map must ensure that NDDB with- 
draws from the equity structure after a 
certain time frame once the requisite 
marketing skills were acquired by the 
SCMMFs. The approach should facili- 
tate the viable operation of these entities 
rather than NDDB delving into the busi- 
ness of ownership of the cooperative busi- 
ness.” This advancement on the part of 
NDDB may lead to the backdoor 
privatization of the dairy sector. 

The JV agreement that NDDB had 
signed with SCMMF resulted in a shifting 
of focus to maximizing profits from ensur- 
ing good returns to the farmer. The other 
issue was how MDFL, a government 
undertaking’s (NDDB) subsidiary taking 
majority stake m the JV, proposed to lib- 
erate the cooperatives from the clutches of 
the government. Dr. Kurien said that if 
the federations were to be made indepen- 
dent, professionally run bodies account- 
able to farmers, the solution had to be 
found within the cooperative framework 
and not by supplanting federations with 
government (NDDB) controlled JVs. As 
the industry grew and private players and 
multinationals entered the sector, it 
brought with it the dissent and disap- 
proval of :ts top brass. "NDDB has fueled 
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this whole mess. They are out to get 
Amul”, says P A Joseph. "The JVs, for in- 
stance, brought in Mother Dairy products 
into Mumbai and Gujarat, which are 
Amul strongholds. Although we are a 
strong brand, our base will get eroded 
with such moves”, he says. With all these 
controversies making headlines, Amul 
suffered vet another setback when it saw 
the exit of its "Milkman" — Dr. Kurien on 
March 20, 2006 after a successful five de- 
cade long innings. 

The fissures that had appeared were 
further broadened in GCMMF, with the 
biggest member union in the federation, 
the Mehsana Milk Producers’ Union, 
which sells the Sagar brand, deciding to 
pull its brand out of the basket of brands 
that are marketed and distributed by 
GCMMF. The Mehsana Union, which 
contributes about Rs. 1,000 cr to 
GCMMF's combined turnover of Rs. 
3,700 cr, is now all set to have its own 
marketing network in Gujarat and Delhi; 
thus, plunging in the market directly in 
competition with Amul. Currently, 
“Sagar” sells about Rs. 500 cr through 
the Sagar brand, which is marketed by 
GCMMF. The remaining Rs. 500 cr 
worth of products is given to the federa- 
tion, which markets them under the 
Amul brand. Vipul Choudhary, Chair- 
man of Mehasana Union opines, 
“GCMMF has been neglecting the Sagar 
brand ever since the new management 
took over after Verghese Kurien's exit." 
With Mehsana District Milk producer's 
union accounting for roughly a quarter of 
the milk procured by GCMMF's 12 
unions, it is a threatening picture and 
can put Amul’s future in rough weather. 

The tussle between GCMMF and 
Mehsana Union is based on the supply of 
two lakh litres per day (llpd) of milk to 
Mother Dairy India Ltd., to cover the short- 
fall in Delhi region. GCMMF at present 
sells 3.5 llpd under its own brand name 
“Amul” in national capital of 
India. Although the whole chunk of 3.5 llpd 
is being totally sourced from Mehsana 
dairy, the two llpd milk for Mother Dairy 
comes from Banaskantha District Union. 
A loss of Rs. 4 cr was incurred on Sagar 
brand during the first quarter, due to 
Banaskantha’s supply of milk to Mother 


Dairy of National Dairy Development 
Board instead of GCMMF for the Delhi 
market. The differences in the manage- 
ment were further torn apart with the re- 
cent removal of the logo of Sagar brand 
from Amul campaigns. The Ahmedabad 
Union, packing milk not just under its own 
brand name (Uttam) and for GCMMF but 
also for its business rival (Mother Dairy), 
also aroused the ire of Sagar brand. Vipul 
Choudhury questioned, “How can the 
Chairman of GCMMF supply milk from 
his dairy to a rival brand, more so when it 
competes with my milk being sold under 
the Amul brand?” 

As per the statistics, the Mehsana 
Union at present gets 16 llpd of milk on 
average; whereas, Banaskantha pro- 
cures approx. 10 llpd in the earlier mar- 
keting agreement between GCMMF and 
NDBB, Mehsana dairy was feeding the 
Delhi market as Mumbai was covered by 
Valsad Union, while Kolkata was cov- 
ered by Kheda. The capacity of Sagar's 
investment, worth approx. Rs. 55 cr in 
their plant at National Capital region, 
can produce six llpd of milk and 25,000 
liters. Sagar has its own ghee and whit- 
ener brand, which is now used by 
GCMMF along with “Amul” brand, and 
it may emerge as a competent competi- 
tor if it comes in the market space as an 
independent player. 


Milking opportunity 

“It is unfortunate that the relationship 
between GCMMF and its largest union 
has reached this stage. They should re- 
solve the differences before it is too late 
for their mutual benefit. GCMMF must 
realize that it exists for the unions and 
the unions should realize the value they 
derive from joined marketing under a 
common brand", Kurien sadly observes. 
Analysts opine that Amul and NDDB 
should get back to doing fair business 
with each other, maintaining peace with 
allits member unions to thrive further as 
the major brand name. Amul should nec- 
essarily develop new marketing strate- 
gies to stay in the market. «^ 


Amit Singh Sisodiya 
and Sanghamitra Dhara 
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The pesticide controversy not only raises concern about the cola majors’ 
flouting of safety standards, but also demands a firm response from the 


government. 





What is unfortunate is that the global 
players—two giant corporations who 
swear by the principles of corporate re- 
sponsibility and global standards — have 
been caught in the act, taking advantage of 
the weak and nonsensical regulatory stan- 
dards of India. 

— Sunita Narain 
Director of CSE 


e pesticide controversy and the 
subsequent bans by several state 
governments has come as a bolt 

from the blue for the two Cola giants who 
are already struggling to cope with slug- 
gish sales in the country. And the reac- 
tions by PepsiCo and Coca-Cola to the 
recent pesticide controversy have been 


nothing short of an anticlimax to the 


fierce yet festive Cola wars in India. The 
full page ads in national dailies defend- 
ing their stance in spite of the contro- 
versy, could have a far more damaging 
impact than anyone can imagine, if 
proper steps are not taken to enforce 
stricter safety standards and instill con- 
fidence in consumers’ minds. However, a 
significant issue that has been obscured 
amidst the chaos is whether ethics have 
been abandoned by the corporates, given 
the growing number of controversies re- 
garding safety standards in food prod- 
ucts, across the globe. 


Controversies keep following 

Introduced as patent medicines, Coca- 
Cola and Pepsi, over the years, estab- 
lished themselves as brand leaders in 


the “refreshing drinks” category through 


a combination of diversification, brand 
extension, aggressive advertising and ce- 
lebrity endorsements. 

When fame comes can controversy be 
far behind? While Europe saw the upris- 
ing of a health conscious consumer base 
attributing “obesity factor” to soft 
drinks, at least on 10 occasions since 
2005, exports of Coca-Cola from India 
were rejected due to non-conformity with 
the US FDA standards. In Columbia 
and Burma, violation of human rights 
holds the center stage in the controversy. 
Recently, they were accused of triggering 
environmental imbalance and practicing 
double standards in India. 


The “New Generation Rage" 
through the Indian kaleidoscope 

In India, till 1977, Coke was the undis- 
puted “soft drink market leader” with a 
clear monopoly. However, it had to move 
out of the country as it did not agree to 
dilute its foreign stake in the local sub- 
sidiary, in accordance with the FERA 
Act. Meanwhile, in 1988, Pepsi entered 
into a joint venture with Punjab Agro In- 
dustrial Corporation and Voltas India 
Ltd. and gained entry into the country. 
They marketed soft drinks under the 
name “Lehar Pepsi”. In 1994, it bought 
out its partners and ended the partner- 
ship. In 1993, taking advantage of the 
liberalization policy, Coke came back to 
India. Since then, the $2 bn market of 
India holds a prominent place in their 
operations in Asia. The domestic market 
virtually offers very little competition to 
the Cola majors who jointly boast of an 
80% market share. 

Ironically, the turn of the new century 
seems to have turned the tables on the 
Cola giants. They were dragged to court 
for causing environmental damage (by 
painting their advertisements on rocks 
in the Rohtang Pass area in the Upper 
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Himalayas) and are at the moment un- 
der the spotlight for all the wrong rea- 
sons which include, contamination of 
natural resources, indiscriminate use of 
water and not confirming to the stipu- 
lated standards. 


Double standards; or, the need for a 
new standard? 

Triggered by controversies around the 
world. a new type of consumerism is in 
vogue, where consumers make informed 
purchase decisions; are keen in exercis- 
ing the right to know; foeus on quality and 
want value-for-money for every purchase/ 
product. They are choice-conscious and 
have the drive to stand for their beliefs. 
This transition makes the existing sys- 
tems obsolete and enhances the need for 
ongoing market research throughout the 
product's life cycle. 

It is disheartening to see that the very 
same brand (Coke), which had a “product 
rebound" (in 1985—introduction and re- 
call of New Coke from the market in the 
same year) due to faulty market research, 
has not been trying to turnaround its 
weakness to a core competency even after 
two decades. Against this backdrop, the 
relevance of clichés like “responsible cor- 
porate citizenship”, “corporate ethics and 
corporate accountability” become appar- 
ent and question the practices followed in 
the new liberalized régime. 

In the specific case of the Cola majors, 
when confronted, instead of owning up to 
their faults and trying to win the consum- 
ers faith by bringing in solutions like 
Cadbury did (3 years ago when chocolates 
were found with worms, Cadbury admit- 
ted to the problem, called back their prod- 
ucts, tried repackaging, and regained the 
consumers’ goodwill), attempts were 
made to camouflage the central issues, 
through their public relations. e.g.; they 
stress that they resort to rainwater har- 
vesting to make up for the allegations on 
“water piracy”; that they maintain a glo- 
bal standard to counter the allegations on 
the presence of pesticides; they have also 
offered their assistance to bring in a new 
standard in food safety. 

This points to numerous ethical is- 
sues that are being debated around the 
world: like, “whether a company that 
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capitalizes on water, a shared resource, 
(sourced almost free-of-cost as the raw 
material) and enhances the depletion of 
the water table, be allowed to sell pack- 
aged drinking water for a price in the 
same market?” The irony that the in- 
creased pesticide levels could either in- 
dicate the increased resistance in Indi- 
ans to pollution or the existence of dif- 
ferent standards in the West and the 
East have also been discussed globally. 
If a global standard is followed in the 
purification process, the only locally 
sourced ingredient, water, would be the 
culprit for the increased pesticide levels. 
It is in turn polluted by the industries 
with their waste. This points to a seri- 
ous breach in corporate responsibility 
and accountability to the consumers 
and the host community. The need for 
specific guidelines for sharing commu- 
nity resources like water is emphasized 
along with the need for a new uniform 
standard for food safety, which is devel- 
oped in the light of the physical condi- 
tions of the country of origin (e.g., likely 
undesirable components in raw materi- 
als, like arsenic in some places) and the 
global market, with the global standard 
as the guideline. 

Assocham appeared a little skepti- 
cal about the total ban in Kerala, which 
is not surprising, as their concern is with 
the loss of FDI, on which the state hopes 
to bank on, in the near future. But there 
is a possibility that the bam would in- 
spire the small players in the industry 
to enter the scenario. This raises the 
question of the probability of soft drinks 
being smuggled into the state. 

Issues like: “whether this series of 
events in India would serve as a warn- 
ing for corporates who take consumers 
for a ride in the guise of globalization, 
with a disguised form of dumping or 
selling substandard products and get- 
ting away with flaws in legislation in 
lesser developed countries; or using the 
new markets as testing grounds for new 
products’ are also in the limelight. Some 
prefer to view the developments in the 
light of “brand jacking” (i.e., using brand 
names of Coke and Pepsi to attract at- 
tention on the NSE campaign) and of a 
device to gain political mileage. 
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The turn of events have churned the con- 
science of consumers the world over and trig- 
gered many firms to come up with stringent 
food safety measures. For example, re- 
cently, India's tea board came up with a call 
for more efficient standards for tea process- 
ing and reducing the level of pesticides in 
tea. However, it should not be just confined 
to only tea. In fact, a revision of the stan- 
dards for all products in the "edibles" cat- 
egory is the need of the hour, which would 
help reduce the risk of further controversies 
and would enhance the value of Indian prod- 
ucts in the international market. Also, focus 
of local and global players should be on ob- 
serving corporate accountability and main- 
taining corporate ethics. 

On the lighter side, there is an event 
that tells the world that the Cola giants 
are perfectly capable of keeping up with 
professional ethics, which would tell us 
that there is still room for hope. Three 
Coke employees tried selling off Coke's 
coveted century old formula to their 
archrival Pepsi for US$1.5 mn. This was 
foiled by Pepsi who tipped the FBI. They 
even helped to nab the culprits! 


Amit Singh Sisodiya 
and Reshma George 
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n Yahoo!, one of the global 
Internet media giants, to- 
gether with venture capital 

firn Cannan Partners, announced 

its investment of $8.6 mn in 

Bharatmatrimony.com. an Indian online 

metrimonial site, it heralded a new 

phase in India’s evolving Internet space. 

Yahoo!’s investment decision comes 

close on the heels of its top brass’, which 

includes co-founder Jerry Yang and CEO 

Terry Semel, recent visit to India. But 

Yahoo! is not the only global media por- 
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Indian cyberspace 
appears to be red hot 
with the three big global 
Internet giants Google, 
Yahoo! and MSN aiming 


to grab a bigger pie. 


tal to chase the India dream. A host of 
other biggies that include Google (the 
search engine giant) and MSN 
(Microsoft’s flag bearer in the 
cyberspace) have evinced keen interest to 








play on the Indian cyberturf. Recently, 
MSN announced that it would launch its 
AdCenter, similar to Adwords of Google, 
in India by mid-2007. Google has already 
launched its Adwords service in the coun- 
try, early this year. However, much before 
India was spotted on the radar screen of 
Yahoo! and Google, the US-based online 
auction giant eBay had already devel- 
oped a strong base in India by acquiring 
bazee.com in 2004. 

The biggest lure for these Internet 
majors is India’s emerging online clas- 





sified ad market. Experts suggest that 
as online biggies bet that classified ad- 
vertising revenues would be moving 
away significantly from newspapers to 
the Internet, as witnessed in developed 
markets like the US, it would offer sig- 
nificant growth potential for them. Al- 
ready, a handful of local Internet sites 
are diversifying into other areas to aug- 
ment their revenue base. For instance, 
bharatmatrimony.com is foraying into 
Web-based marketing for real estate 
and job segments. Indeed, as many 
suggest, these firms want to replicate 
businesses which have been successful 
in the US and other developed 
markets. 

With the global Internet majors all 
set to storm the Indian Internet adver- 
tising space in a big way, it is surely go- 
ing to pose significant challenges to the 
local bigwigs like Sify and Rediff. 


It’s spurting! 
Although, Internet penetration in India 


is merely 4.5% (modest compared to the 
developed countries where it falls in the 
range of 65-7596) it is the Internet usage 
which is driving the industry in the coun- 
try. Today, India ranks fourth after the 
US, China, and Japan, in terms of num- 
ber of Internet users; beating some of 
the high Internet penetration econo- 
mies like Germany, which enjoys an 
Internet penetration rate of 59%. With 
this kind of pace, it is expected that the 
number of Internet users in the country 
will soon touch 100 million from the cur- 
rent 50 million; thereby, pushing it 
ahead of Japan. 

Experts opine that e-commerce, 
which was weighed down by poor 
Internet penetration, connectivity prob- 
lems, security issues and cost factor in 
its early stages, will now get a big boost. 
They forecast its growth to be 300% by 
2006-07; i.e., it is expected to reach the 
Rs. 2,300 cr mark from the current 
Rs. 570 cr. This accomplishment is cer- 
tainly owed to innovation and initiation 
ofthe players in the industry. One ofthe 
key drivers for the growth in e-commerce 
in the country is attributed to the initia- 
tives by government establishments 
such as banks and the Indian Railways 


€ 


which boosted the confidence of Web 
surfers to trade online. For instance, In- 
dian Railways' e-ticketing service 
proved to be a huge success by selling 
Rs. 30 cr worth of tickets monthly over 
the Internet and is now one of the larg- 
est players in India's e-business. New 
areas like airline ticketing and travel 
and tourism-related transactions are 
only going to add to this spurt. In fact, 
according to a recent report by IAMAI, 
the e-ticketing services of airlines and 
railways comprise 5746 of the shopping 
revenues. 

The progress of broadband penetra- 
tion is another factor for the growth of 
e-commerce in the country. Currently, 
there are 3.4 million broadband sub- 
scribers and it is expected to reach 6.7 
million by 2008. Escalation in the 
number of subscribers has uncovered 
opportunities for the online advertisers 
to target Net users. To top it all, 9396 of 
the Net surfers are those who fall in the 
18-45 age group and have maximum 
buying power. No doubt, this has re- 
sulted in a strong growth of 4296 in the 
number of online shoppers over last 
year. Given this, many experts expect 
ad spend in India to touch $166 mn by 
2010. 


Replacing traditional media 

While the advertising industry has 
many segments, most of the Indian ad- 
vertisers follow the traditional adver- 
tising media such as newspaper, radio, 
and television rather than the Internet. 


Online Traffic 


Internet Usage in India (%) 





Global Internet Majors 


Top 10 Countries in Internet Usage (mn) 





However, an increasing number of ad- 
vertisers are slowly realizing the ben- 
efits of Internet advertising given that it 
is much cheaper and covers a larger 
number of viewers. 

Although Internet advertising 
holds a small share of 0.8% in the total 
ad revenues of 2005, it grew by 7896 in 
ad revenues over 2004; this is the rea- 
son why the online advertisers are pay- 
ing attention. 


Biggies' chase 
With low entry barriers in the Internet and 
technology space, this is where all the ac- 
tion will be. 
— Deep Kaira 
Founder and CEO, 
Make My Trip.com 


Lure by such huge potential, global 
biggies are making a beeline to India. 
Google became the first company to offi- 
cially launch Internet search service in 
India, followed by MSN, Yahoo!, AOL, 
Ask, and AltaVista. Google mainly fol- 
lows Adwords’ methodology where key- 
words are sold to the advertisers. This 
new style has completely changed the 
online ads phenomenon, moving from 
the traditional banners to contextual 
links. Akin to Google’s Adwords, MSN’s 
AdCenter will be hitting the Indian 
market in 2007. Equally bullish on 
India, Yahoo! too is planning to launch 
its service called YPN (Yahoo Publisher 
Network) soon. In fact, rumors even 
float that Yahoo!, which is betting big on 
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INTERVIEW 


The company that pays the most attention to and puts the most resources into India early will dominate. 


As the opportunities for e-commerce and online advertising are 
growing in India, it is attracting global Internet firms like MSN 
and Yahoo. Given this, do you think India could emerge as a key 
market for the Internet business in the near future? 

Incia will definitely emerge as a key market. As its Internet user 
base, both PC and mobile device-based, grows and matures, e- 
commerce and online advertising will grow tremendously over 
the next five to ten years. The major US firms Google, Yahoo and 
VSN already each have an India presence, one 
which is bound to grow rapidly. 


Since Google's major revenues come from online 
advertisements, do you think that it will be going to 
face significant challenges from MSN and Yahoo in 
India? 

To understand Google's challenges, it is helpful to first 
recognize that their search advertising (or "keyword"- 
| based advertising) model is the dominant online ad 


revenues. 

Google's current leadership in search advertising 
is because they were the first firm to indigenously as- 
semble the three key components that this business 
model needs. First, they created a "search-ad" net- 
work capable of identifying keywords relevant to a large 
group of potential advertisers and a mechanism for 
pricing these keywords on a performance-basis. Sec- 
ond, their advanced search technology draws users to 
express their intent while searching, and effectively matches this 
intent to Keywords edvertisers in the search-ad network have paid 
for. Third, they have “organic search” traffic from a large set of 
users, whose intent-based attention is the key input to the search 
ad business model. 

Google was not the pioneer in any of these, but was the first to 
combine each component with superior in-house technology. 
However, both MSN and Yahoo have these three components now. 
. Yahoo has acquired Overture (the pioneering search ad network) 
, and Inktomi (whose search technology precedes Google's), and 
|. MSN has developed in-house. Yes, Google starts with an advantage 
| from its brand and its early ad-writing presence in India, but the 
playing field is now more level. Yahoo arguably has better content, 
and MSN has intent-keyword matching technology that may be 


| better than Gcogle's. 


Arun 


Sundararajan 
Assistant Professor 
of Information 
Systems 
Stern School of 
Business 
New York University 





What kind of challenges will the Indian companies like Rediff and 
Sify would be facing from the big players? 


The business models of Rediff and Sify are quite diverse. Their ideal 


early strategy would be to partner with the major players to leverage 


the attention their Web properties get from desirable demographic 


Indian consumers. Their existing India-based advertiser networks 
and expertise is also an asset, especially for Rediff. The technology 
and business model infrastructure that the major US players have 
developed can help Rediff and Sify monetize these as- 
sets much better in the near future. Mounting a chal- 
lenge to be the Yahoo for India rather than partnering 
seems counterproductive. 


How do you foresee the competition? 

Rediff and Sify are unlikely to try to compete head-on 
with Google, Yahoo and MSN. These firms have differ- 
ent business models, scale, and capabilities. A number 
of Indian consumers already use Google and Yahoo for 
search, content and e-mail. The creator of Google : 
News, Krishna Bharat, is based in Google Bangalore. My 
point is that these firms already coexist in the Indian 
context, and that partnering seems far more viable as a 
strategy for the Indian majors. 

Between Google, Yahoo and MSN, | think the com- 
pany that pays the most attention to and puts the most 
resources into India early will dominate. Relative market 
power in the US will not necessarily translate into India. 
Search advertising is a local business, and it is an open 
competitive field right now. 


Any other comments. 

The market potential of online advertising is driven by the vibrancy of 
local e-commerce, which is poised to explode in India over the next 
decade, as essential parts of the business infrastructure for delivery, 
fulfillment, settlement and reputation fall into place. I'm familiar and 
involved with a new marketplace design from an ISB-industry col- 
laboration that will potentially ignite and transform Indian e-com- 
merce in the next two years. It's going to be an exciting and high- 
growth time. It is critical that firms recognize that mobile phone- 
based Internet access and location-based services will be uniquely 
important to India, and part of any successful mass-market strategy. 
For the US portals like Yahoo and MSN, partnering with Indian incum- 
bents seems crucial in the short-term as well. 


India. is not averse to acquisitions to 
consolidate its position in the country. 
That’s why its recent investment in 
Bharatmantrimony.com is being 
viewed as the first move in that direc- 
tion. In another move, it has also an- 
nounced the redesigning of its home 
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page. The company used the innovative 
technology, focusing on the search, con- 
tent and community and have built a 
consumer- friendly home page that will 
be adding value and creates excitement 
for users and advertisers, says a com- 
pany official. 


Local rivals: It's gearing up time 

Alerted by the invasion by Internet big- 
wigs to their home turf, the domestic 
majors are tuning to refine their strate- 
gies. In a latest move, Sify, a major 
online player in the country, launched 
its broadband portal called Sifymax. 
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Likewise, Indiatimes, promoted by me- 
dia nouse Bennett, Coleman & Co, the 
publishers of The Times of India, is com- 
ing out with multimedia chatting facil- 
ity, an interactive platform for chatting 
which is under test run now. 

Experts say that with their en- 
trenched presence in the domestic 
online space, the global players might 
face some trouble in tapping the op- 
portunities and understanding the 
new market. They add, the local 
brands will definitely have a wider 
scope of benefits as they already have 
the potential customer base and are 
more aware of the market behavior. 
“The bigger global ecmpanies will ne 
doubt have deeper pockets, but they 
still have to invest in building the lo- 
cal brand. They will need tie-ups with 
local content companies to keep the 
Incian consumers (and users from the 
Indian diaspora) coming back”, avers 
Anandhi Bharadwaj, Associate Pre- 
fessor, Emory University. Further, if 
the Indian companies really want to 
defend themselves from the global 
companies, they need to capture the 
traffic by providing better content 
than the global majors. However, ana- 
lysts expect a few consolidations to 
happen in the industry with global 
brands dominating the market with 
few M&As taking place with the local 
majors. This doesn’t sound unusual 
given that eBay has followed a similar 
strategy for entering the Indian mar- 
ket. “With an eye on the future poten- 
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tial, global players will start investing 
big money into the Indian Internet 
space and it may be hard for Indian 
portals to keep pace in the invest- 
ment”, asserts Vaitheeswaran. 


Challenges ahead 

Notwithstanding the potential for 
e-commerce, hurdles such as the deliv- 
ery issues, security fears and price 
sensitivity may act as major deter- 
rents. For instance, let us look at the 
slow take-off in online shopping. The 
key reason for lower acceptance of 
online shopping is surfers’ unwilling- 
ness to use credit cards. Unlike in 
other nations, Indian consumers do 
not use credit or debit cards for online 
shopping because they are afraid of 
the online frauds. However, few com- 
panies have managed to solve this 
problem by introducing the payments 
options of cash on delivery and De- 
mand Drafts. Another reason is that 
Indians mostly prefer to purchase 
goods by visiting the stores rather 
than buying them online. They are 
more comfortable by touching and 
feeling the products. Prof. Eric K 
Clemons says, “Online sales still ulti- 
mately require physical delivery; in- 
terstate transportation in India re- 
mains a nightmare. No matter how 
easily an Infosys or an Infotech can re- 
ceive specs from a client in America or 
deliver code or operational support to 
a client in the UK, e-commerce in 
India will require that a customer 


India's Ad Pie 


Revenues for 2005 


OOH 7% 
Cinema 1% 








anywhere in India be able to receive 
goods in a timely fashion”. 

However, a section of experts believe 
that the online pie would grow big 
enough to accommodate all the players. 
Vivek Bhargava, CEO of Communi- 
cate2, says, “I think the pie is going to be 
big enough for everyone and each com- 
pany will find its own niche segments 
where they will continue to grow”. “Dif- 
ferent companies are specialized in pro- 
viding different services and it is the fi- 
nal consumer who will be using the ser- 
vice. Users will move seamlessly from 
one company’s page to another based on 
their context”, opines Anandhi 
Bharadwaj. 

Analysts expect the Indian Internet 
market to be one among the top three 
players in the world in the next five 
years. While it would be tough to meet 
such expectations given that India lags 
behind many developed nations in 
terms of infrastructure, experts like 
Subho Ray opine that it is not size that 
really matters. He says, “What is im- 
portant is to come up with new ideas, 
innovations to engage the customers/us- 
ers and provide value-added services to 
the existing customers.” Surely, this is 
where local players need to work on to 
stay in competition vis-a-vis their glo- 
bal counterparts. «^ 


Amit Singh Sisodiya 
and Kavitha Putta 
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Global Internet Majors 


A Passage to India 


In the recent years, the Indian Internet market has grown tremendously in user base, e-commerce and online 
business and is expected to grow massively in the next few years. In this backdrop The Analyst invited eminent 


experts to share their perceptions. 





As the opportunities for e-commerce and 
online advertising are growing in India, it is 
attracting global Internet firms like MSN and 
Yahoo. Given this, do you think, India could 
emerge as a key market for the Internet busi- 
ness in the near future? 

Dr. Anandhi Bharadwaj: I think 
India is already a key market for Internet 
businesses. With the rapid growth in the 
Indian consumer market and world-class 
brands trying to attract the savvy Indian 
consumer, opportunities for global 
Internet firms are bound to grow. At the 
same time, these companies have to offer 
fresh and rich local content that will keep 
drawing visitors to their site. 

K Vaitheeswaran: India has already 
become a very significant Internet 
economy. In 1999, the Indian Internet 
population was just around two mil- 
lion browsers, but a few months back it 
has crossed 50 million browsers, over- 
taking Germany. Only the US, China 
and Japan are ahead and by 2008, the 
Internet population is expected to 
touch 100 million and reach the top 
three in the world. This is also the rea- 
son why large global Internet players 
are coming and investing into India 
with an eye on the future. 

Dr. Subho Ray: Indian companies have 
been here much before the MNCs came 
along. Two of the oldest companies, Sify 
and Rediff.com have been listed on the 
Nasdaq long time back. Some other rela- 
tively older companies owned by Indians 
such as Shaadi.com (People Interactive 
Group), Naukri.com (Info Edge), Bharat 
matrimony, Indiatimes.com have been 
around many years. 


India is already a key market for 
Internet business and the business is 
being driven by rising Internet use in 
the country. Various statistics place 
India between 4 and 10 among nations 
in terms of use of Internet. Riding on 
these numbers are many businesses 
such as online retailing, gifts, jewelry, 
travel and tourism, matrimony, jobs, 
property and various other types of 
businesses. 

Chaya Brian Carvalho: India would 
definitely be a key “growth” market. 
One of the key drivers would also be our 
huge resource pool of talent that is sec- 
ond to none in the globe. Also, India has 
the second largest population of En- 
glish speakers in the world, which helps 
in proliferation of the media. 

Bill Thompson: In order to become a 
key Internet market India needs an ac- 
tive and large online population with 
money to spend. While there are many 
aspects of the network that are at least 
as important as the commercial ones, 
including its use to promote social 
equality, health and education, the 
commercial imperative cannot be ig- 
nored. After all, the money pays for the 
network infrastructure and few govern- 
ments around the world have shown 
themselves willing to make the sort of 
investment that would be needed to get 
everyone online, preferring to leave it to 
the private sector in a regulated market 
place. 

Global players like MSN, Yahoo! 
and Google look for markets that they 
can exploit, but they also look for stable 
government and economies where the 


rule of law —especially contract law and 
intellectual property law —is respected. 
India therefore has many advantages 
over other emerging economies, but it is 
far from certain that it will be in a posi- 
tion to take advantage of them. Low lev- 
els of literacy and the acute poverty 
mean that the current opportunities 
within India are largely limited to the 
affluent middle classes—those who al- 
ready have access, may be blogging and 
using other online services, and are in- 
terested in what the Net has to offer. 
The challenge will come as more people 
outside the towns get online, in finding 
services that are relevant to them and 
that can be offered at low-cost. 
Prof. Eric K Clemons: Internet sales 
is not a business, but rather a channel 
for delivering business. Internet sales 
will grow in India, just as middle-class 
is growing. 

However, India faces its own unique 
problems: 
(a) While its middle-class is growing, 
it is not yet a large percentage of the 
population; 
(b) While credit cards are becoming 
more widely available, they are not yet 
universal. Online purchases require 
that customers have payment mecha- 
nisms like credit cards; 
(c) Online sales still ultimately re- 
quire physical delivery. Inter-state 
transportation in India remains a 
nightmare. No matter how easily an 
Infosys or an Infotech can receive specs 
from a client in America or deliver code 
or operational support to a client in the 
UK, e-commerce in India will require 
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that a customer anywhere in India be 
able zo receive goods in a timely fashion. 
Vivek Bhargava: Emerging markets 
provice huge opportunities for Internet 
advertising as well as e-commerce. Un- 
like the developed ccuntries, where 
Internet access is widely available, in 
developing markets it is mainly the 
people with disposable incomes that 
enjoy Internet access. Let us look 
through the above glass and analyze the 
opportunities in India; there are a bil- 
lion people in the country; of which 300 
million live below the poverty line while 
300 million live just above with dispos- 
able incomes that support their meager 
FMCG goods needs. The key target au- 
dience for most products and services 
then becomes only 100 million people. 
Fifty percent of this audience is already 
online, while the remaining 50% shall 
be online in the next couple of years. 

I believe that right now the 
Internet has reached its tipping point 
in India— the growth ahead is going to 
be exponential. 


Since Google's major revenues come from 
online advertisements, do vou think it will face 
significant challenges from MSN and Yahoo in 
India? 


Dr. Anandhi 

Warmer Bharadwaj: 
‘Associate Professor Google, MSN, 
Decision & Information and Yahoo 
Analysis are in many 
coari Icean overlapping 


Emory University 


spaces —they 
will compete 
head-to-head 
in several key markets, India in- 
cluded. At this point, I am not sure 
who is leading in the Indian market in 
terms of online ad revenues. At one 
level, some of the basic features of- 
fered by these companies are the 
same in terms of free e-mail accounts, 
disk space, etc. 

Yet, important distinctions remain. 
Google's core strength is in search en- 
gine capabilities even as it is morphing 
into a more comprehensive online me- 
dia company. Yahoo!, on the other hand, 
started as an Internet Portal for provid- 
ing quick access to news, travel, and 
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other services. “Search” was just one 
more service they provided. 

In fact, up until 2003, Yahoo! was 
outsourcirg its search engine to Google. 
Of course, now that the search market is 
so attractive, everyone wants a bigger 
share of that lucrative market. If you 
look at MSN, its early customers came 
from the IM space and their Messenger 
service is still perhaps the most popu- 
lar of their offerings. 

Other key differences prevail as 
well, especially with respect to new 
product development. When Yahoo! 
launches a new product or service, it 
strives to preserve consistency of expe- 
rience for the users; whereas, Google fo- 
cuses on the WOW factor and wants to 
blow away the competition by coming 
up with something totally exciting— 
like it did with Google Earth. 

So, it is quite likely that consumers 
will use combinations of services from 
these companies—for example, my 
home page is a Yahoo! page with an 
embedded Google search bar and an 
MSN tab, so my friends who are still in 
the MSN network can find me when I 
am online. 

My point is that users will move 
seamlessly from one company's page to 
another based on their context. 

K Vaitheeswaran: Google will face 
competition from players like MSN and 
Yahoo globally and not just in India. 
But the cnange I see happening is that 
Google's dependence on just online 
Search advertising will diminish as 
they start offering many other services. 
One can see this trend in the recent 
spate of launches and roll outs by 
Google in the past 12 months. 
Dr.Subhe Ray: Competition is at the 
global level with products and services 
and that competition will be reflected in 
India too. Google's primary revenues are 
from search, this may not be the same for 
Yahoo and MSN though. 

Chaya Brian Carvalho: The way the 
industry is poised, eventually you would 
see 50% of the advertising and market- 
ing spends on the Internet directed to- 
wards search, and the other 5096 to- 
wards banner and related advertising. 
The search advertising would be driven 


by niche players and industry segments 
who would require targetted marketing. 
On the other hand, mainstream and 
topline advertisers would continue to 
increase their spends on banner adver- 
tising. 

Bill Thompson: Online advertising in 
India is another area where the current 
divisions between rich and poor are im- 
portant. The pay per click model only 
works if enough of the people clicking 
through on ads then go on to buy from 
the advertisers — they are paying a few 
cents per click because the conversion 
rate is so low. 

MSN, Yahoo, Google and everyone 
else will be looking at India and won- 
dering if they can generate enough rev- 
enue from the existing online popula- 
tion to sustain the expansion of their 
services as more people— many of 
whom will not have any real disposable 
income and will not be attractive cus- 
tomers for advertisers— get online. 
They will also be wondering ifit is worth 
investing in India now in order to deter 
others and keep out the competition. It 
may, for example, be worth Google 
spending millions of dollars to build lo- 
cal language search sites just to keep 
Yahoo out, but I don't think that is very 
likely. 

Prof. Eric K Clemons: I don't know. 
The Internet may be the most selective 
way of getting advertisements in front 
of customers who can actually afford to 
pay for things, which would make the 
Internet attractive. Alternatively, if TV 
or print advertising in India is inexpen- 
sive enough, and if their coverage re- 
mains so much broader, then Internet 
advertising would not, initially, be a 
great use of advertising budget. 

Vivek Bhargava: Yes. I do think that 
Google will face challenges from 
Microsoft and Yahoo. But I'd also like to 
add that since the future of advertising 
is contextual, the challenge may also 
come from non-competitors rather than 
just competitors alone. And if anybody 
is of the opinion that Microsoft is lag- 
ging behind and would find it difficult to 
catch up, they must talk to the manage- 
ment of Lotus123, Word Perfect, 
Netscape, Eudora or the very recent 


BUSINESS GREDIT SHIELD. 


NOT JUST AN INSURANCE POLICY, 
YOUR BUSINESS PARTNER! 





New India's Business Credit Shield is not just another insurance product. It's a risk 
management tool, which gives you the peace of mind to concentrate on your 
resources and trigger alert signals for impending default. It is a useful tool in 
achieving financial objectives and improving financial performance. 


In a fiercely competitive business environment and with the increasing globalization 
of trade, Business Credit Shield is important both as a safeguard against bad debt 
and as a tool for assisting growth. Each company is different, has different needs and these needs change 
and develop over time. With a view to providing your business with solutions genuinely geared to your 
specific needs, New India Assurance brings you Business Credit Shield. Backed by a single and made-to- 
measure contract, regardless of the trade sector in which you operate. 





Thus while you continue expanding your business to new fields and horizons we provide you the support, 
cover, advice and relieve you from the credit risks. For details, contact your nearest New India office. 





NEW INDIA / ASSURANCE 





Assurance of the leader _ 
Visit us at www.niacl.com 


*Form No. NIA/CR/DOM/1 - Expo i Subject to policy terms and conditions. Insurance is the subject matter of solicitation 





Round Table 


PS2. Microsoft has managed to wake up 
late and still gain significant market 
share in all the above. Although, Google 
is the toughest challenge they’ve faced 
so far. 


What kind of challenges will the Indian com- 
panies like Rediff and Sify would be facing 
from the big players? 

Dr. Anandhi Bharadwaj: Companies 
like Reciff might have an advantage in 
terms of already having in place a loyal 
customer base (e.g., Indian NRIs world- 
wide), who have bookmarked Rediff as 
one of their favorite sites. But, as bigger 
players start to move into the Indian 
market, we will see stiffer competition 
for the eyeballs. The bigger global com- 
panies will no doubt have deeper pock- 
ets, but they still have to invest in build- 
ing the local brand. They will need tie- 
ups with local content companies to 
keep the Indian consumers (and users 
from the Indian diaspora) coming back. 
Whether it is matrimony sites, cricket, 
carnatic music, or Bollywood masala, 
understanding customer needs is para- 
mount and they have te invest con- 
stantly in updating the features, 
functionalities and content of these 
sites. We may also see some acquisi- 
tions, where Indian companies with ex- 
citing capabilities and customer base 
start to become attractive targets for 
the on_ine media giants. 

K Vaitheeswaran: This will vary 
based on the category. In the portal 
space, Indian portals will face 
scalability challenges. With an eye 
on the future potential, global play- 
ers will start investing big money 
into the Indian Internet scenario and 
it may be hard for Indian portals to 
keep pace with the investments. In- 
dian Internet properties may have to 
find strong niches and build their 
own seales. There is also the issue of 
business models. Globa! portals like 
MSN and Yahoo prefer channel part- 
nerships in areas like e-commerce be- 
cause this is a tough logistics chal- 
lenge whereas portals in India so far 
have tried to do all this on their own. 
This may also undergo changes and 
merge with the global scenario. In 
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fact, I think it is important for Indian 
portals to set up channels in partner- 
ship so that they can focus on traffic 
generation and build loyal customer 
bases. 

We realized early on that on the 
Internet, there is a huge temptation to 
do everything but in the long run, this 
approach is fraught with competitive 
risks. So, in fabmall.com we have 
stayed focused purely on e-commerce 
and have not only pioneered the indus- 
try but have also established clear lead- 
ership. So even if global e-commerce 
brands are in India, we are confident of 
managing the situation. 

Dr.Subho Ray: This is a global indus- 
try and Indian companies like Rediff 


and Sify have built up their strengths 
on the back of competition by “big play- 
ers". It is not the size that really mat- 
ters here. Please remember, Google 
was very small five years back! What 
is important is to come up with new 
ideas, innovations to engage the cus- 
tomers/users and provide value- added 
services to the existing customers. 

Chaya Brian Carvalho: Global learn- 
ings and content “management” skills 
would be the key limitations of home 
grown portals. Having said that they 
are also probably better geared to un- 
derstand the content "editorial" re- 
quirement from the Indian context. 

Bill Thompson: Local companies will 
be facing the same challenges as in any 
other country where the online popula- 
tion is relatively small —they may have 
local knowledge and an established 
user base but that is not enough to guar- 
antee success. Existing users can 
switch very quickly from one portal to 


another, as we have seen time and 
again in the few short years of Net evo- 
lution; and as more and more people get 
online they arrive with no real loyalty 
and may well choose an international 
brand over a local player, never realiz- 
ing that there is an alternative to 
Google. 

A venture capitalist friend of mine 
once told me that within Britain the 
best that a startup company could hope 
for was to be the biggest chicken in the 
chicken shed when the American fox ar- 
rived — to be the one that was the target 
of a takeover by the new arrival. It may 
well be that in India the established 
players take the same point of view, and 
rather than try to remain independent 





look for partnerships with or even pur- 
chase by one of the international 
brands. 

Prof. Eric K Clemons: Participation 
externalities and network effects do 
matter. Remember that eBay owns the 
auction space in most countries, since it 
entered first. In Japan, where it did not 
capture the market first, it did not cap- 
ture the market at all. If Rediff really is 
the leading Internet portal focusing on 
India, and if it does a better job of 
spidering the Indian-related content on 
the Net than MSN, Yahoo!, or Google, 
and does a better job of acquiring con- 
tent, and does a better job of capturing 
the instant messaging traffic initially, 
then it may be able to create and to hold 
onto a defensible position. 

Vivek Bhargava: Internet advertising 
is expected to grow exponentially. I 
think the pie is going to be big enough 
for everyone and each company will find 
its own niche segments where they will 
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continue to grow. Contextual advertis- 
ing companies like Google will be able 
to service a range of advertisers, from 
big to small, while firms like Rediff 
would find it financially unviable to 
reach smaller advertisers. If Rediff 
wishes to be a player in this space, it 
needs to spruce up its pay per click ap- 
plications. 


How do you foresee the competition? 

K Vaitheeswaran: Again, this is space 
dependent. In the portal play, I expect 
the global brands to become dominant 
as they establish partnerships with lo- 
cal content providers. In areas like 
matrimonials, global players may enter 
into strategic alliances with Indian 





brands. The recent investment by Ya- 
hoo! in Bharatmatrimony.com is an ex- 
ample and I expect more such invest- 
ments. There may also be complete ac- 
quisitions of local players like eBay ac- 
quiring Baazee.com and launching 
eBay India. 

Dr.Subho Ray: You are talking about 
only the ad market in the online space. 
The more important issue here is not 
competition but the need to collectively 
grow the market and make it as near 
as possible to the ad spent in other 
media such as print and electronic me- 
dia. Real competition will set in when 
the market grows more in the next two 
years. 

Chaya Brian Carvalho: This industry 
is going to explode. It would be good for 
everyone to work together, and work on 
fostering their skills. BC Web Wise is a 
pioneer in the way we provide creative 
solutions and build communities. We 
are the most preferred agency to work 


with. We are going to grow leaps and 
bounds. Having said that there is room 
for many players, and the competition 
should focus on delivering the goods to 
the client, growth will be a by- product. 
Bill Thompson: It will be nasty, and 
many good innovations and exciting 
companies will disappear. This is to be 
regretted, but this is the way that capi- 
talism has worked in all other areas. So 
I see no reason to think it will be differ- 
ent this time around. 

Vivek Bhargava: One of our largest cli- 
ents is ICICI Bank. The underlining 
philosophy of ICICI Bank is to not 
worry themselves with the competition, 
but to set and then achieve exponential 
targets instead. Communicate2 be- 


lieves in the same philosophy. Most 
companies in India don't know what 
their core competency is, and are at- 
tempting to be full service Internet 
agencies, where the skill sets required 
for each of the services are totally differ- 
ent. As a company, we'd like to be the 
leader search engine marketing specifi- 
cally, rather than a jack of all. 


Any other comments. 

K Vaitheeswaran: Now that the base 
of Internet browsers has become signifi- 
cant, the Indian Internet economy will 
start matching the trends seen world- 
wide—in other words, global brands 
will become dominant. The other key 
area is Indian languages. Everyone is 
still focused on the English-speaking 
population, but the big opening in India 
is to reach out to the non-English popu- 
lation using the Web. I expect this space 
to get very active in the next 12-18 
months. 


Chaya Brian Carvalho: The future of the 
Internet is towards user-generated con- 
tent, community sites and rich media. 

BC Web Wise has the biggest port- 

folio of brands and companies. We have 
established our leadership position by 
providing our clients with the complete 
package of understanding where to ad- 
vertise, how to advertise, content man- 
agement, and creative innovations. We 
are the only agency with unmatched 
skills in online community building. 
Our work is on par with the best in the 
globe, and we are in fact today in the 
process of setting global benchmarks 
with the quality and consistency of our 
output. 
Bill Thompson: The real challenge 
for India is not online but in the 
streets, where too many people live in 
poverty and have no opportunity to 
better themselves. But we now live in 
a connected economy where access to 
and use of the Internet is increasingly 
important. The Indian Government 
will need the active cooperation of the 
Net companies to get people online 
and provide useful things for them to 
do once they are there. Though not all 
of these will be commercial services, 
many will. 

In the end, the network will come to 
us all, because the interests of the state 
and the companies will be served by 
making sure everyone is online. Whether 
that network serves social justice at all, 
or is simply a commercial undertaking 
like television, is a choice that each coun- 
try will have to make for itself. I hope 
that India gets the balance right, and 
that the e-commerce Internet is not the 
only thing that the people are offered. 
Vivek Bhargava: Internet advertis- 
ing is flattening the world at a faster 
pace by serving the purpose of a 
catalyst in the entire process. I 
think that companies like Commu- 
nicate2 who understand contextual 
advertising, would be the one that'll 
dominate advertising in the conven- 
tional arena in future.“ 


Interviews conducted by 
Kavitha Putta 
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Corporate Philanthropy 


Business with a Cause 


Recent acts of charity by the likes of 
Bill Gates and Warren Buffett have 
raised the bar for riches of the 
corporate world. 








Wealth never stays; use it on the instant 
On things that stay. 


—Tiruvalluvar in The Kural 


ecently, Warren Buffett, the 
world’s second richest person, es- 
imated to own $44 bn, an- 
nounced to donate 85% of his wealth to the 
Bill & Melinda Gates Foundation. Buoyed 
by this gesture, Bill Gates said that this 
money will help the foundation to “both 
deepen and accelerate” its work. The Bill & 
Mel:nda Gates Foundation “works to re- 
duce inequities and improve lives around 
the world. In developing countries, it fo- 
cuses on improving health, reducing ex- 
treme poverty, and increasing access to 
technology in public libraries." With 270 
employees and an endowment of $29.2 bn, 
70% of the Foundation’s grants generally go 
towards global welfare. No wonder then, the 
sincerity of their work has inspired Buffett 
to donate so handsomely to the Foundation. 
It is worth noting that, Buffett also runs a 
foundation of his own for charity work. Both 
Gates and Buffett proclaim, their goal is to 
"return the monev to society" ) Google Inc. 
has created a $12 bn philanthropic arm to 
“make the world a better place". 

No doubt, these acts of social respon- 
sibility at the individual and organiza- 
tional level consolidate society and per- 
petuate social well-being. And business 
organizations being social institutions, 
contribute, directly or indirectly, to the 
general welfare efforts undertaken by 
zovernments. This becomes all the more 
significant given the fact that the govern- 
ments have limited resources and exper- 
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tise. Hence, it is imperative that the pri- 
vate sector actively participates in alle- 
viating the sufferings of fellow human 
beings. The corporate sector, with the 
means to solve acute social problems, 
comes to the help of society, as a part of 
its "social responsibility", for the sector 
owes its financial success to society at 
large and also to send across a message 
to.the victims—“We are there for you”. 
The chief executives champion pet 


causes through corporate philanthropy, 


which helps tackle issues like illiteracy, 
drinking water problem, AIDS, unem- 
ployment, disaster mitigation, etc. that 
governments worldwide cannot deal 
with properly as they are handicapped 
due to inadequate funds/resources. 


Greater responsibility, indeed 

Corporate philanthropy is nothing but the 
recognition of the need for social equality 
and the efforts used to achieve that target 
in a strategic manner. Besides, it helps 
the helpers as much as, if not more than, 
the victims. As an analyst notices, “Com- 
panies today understand that Corporate 
Social Responsibility (CSR) forms an in- 
extricable part of their reputations and 
brand identities. They spend ever-in- 
creasing amounts of corporate resources 
on improving the social, human, and envi- 
ronmental conditions under which com- 
panies operate. CSR activities contribute 
to social progress and, are intended to en- 


hance corporate images. Yet the world's 
problems seem as intractable as ever, 
and very few global companies have man- 
aged to rise above the public relations din 
to truly distinguish themselves through 
their CSR activities." 

Indian companies, thanks to our cul- 
ture which believes in charity, have al- 
ways worked for community develop- 
ment and, today, they are at par with 
their US counterparts. India's topmost 
company, the Tata Group, employs lakhs 
of people and spends hundreds of crores 
of rupees on social and environmental 
projects like drinking water projects, es- 
tablishment of schools, hospitals, cy- 
clone shades, etc. Organizations like 
Dr. Reddy's, Birla Foundation, Azim 
Premji Foundation, etc., are well aware 
of their CSR too. Thermax gave away 
Rs. 1.23 cr in 2005-06 towards educa- 
tion. ICICI Bank gave away a substan- 
tial amount in the same year for the 
spread of elementary education. The AV 
Birla Group, through Aditya Birla Cen- 
ter for Community Initiatives and Rural 
Development, gave away Rs. 90 cr in 
2005-06 for social and economic develop- 
ment of communities. The Tata Group 
has spent as much as Rs. 590.22 cr in 
social and environmental projects; M&M 
has spent Rs. 19.24 cr in 2005-06; Bharti 
Enterprises has spent Rs. 200 cr and 
Infosys Rs. 13.25 cr, both in 2005-06. 


Learning from corporate America 
American companies and individuals 
have excellent track record in Philan- 
thropy. It is time for Indian corporates 
to embrace Buffet's style of philan- 
thropy, for “If a balance is reached be- 
tween focused grant-making designed 
to achieve a specific result and calcu- 
lated risk-taking on innovative commu- 
nity investments, then corporate phi- 
lanthropy can uncover learnings that 
would never have been discovered by in- 
vestments from traditional philan- 

thropic institutions." «^ 

Amit Singh Sisodiya 
and Rajendra Dash 
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Strengthening the rural infrastructure through the creation of an efficient 
intermediation process and stimulating the food processing industry are the 


need of the hour. 





eing an agrarian economy, the 

performance of the agricultural 

sector is very important; it's sig- 
nificant not only from the point of view of 
economic growth but also for the well-be- 
ing of the Indian population. The rapid de- 
velopment of primary products can lead to 
economic development. In the process, the 
sector has made considerable progress in 
terms of output, vields, and area under 
many crops. Today, India is the largest 
producer of milk, fruits, cashew nuts, coco- 
nuts, and tea in the world. It is the second 
largest producer of wheat, vegetables, 
sugar, fish and the third largest producer 
of tobacco and rice. The bulk of the 
countrys exports consist of agricultural 
commodities and agro-based products; 
the primary sector plays a vital role in the 
development of the Indian economy. 
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However, growth in agricultural ex- 
ports has been slowly declining in recent 
years. So what went wrong in a sector that 
is considered to play a pivotal role? Capi- 
tal inadequacy, lack of infrastructure sup- 
port and supply side constraints such as 
controls on movement, storage and sale of 
agricultural products, etc. have continued 
to affect the economic viability of this sec- 
tor. Besides, global agri-trade in the post- 
WTO regime is full of challenges for devel- 
oping nations like India. 


Challenging environment 

The agricultural sector has been facing 
different challenges compared to the pre- 
vious decades. It is really a challenging 
mission for Indian farmers to produce 
more output from limited land with 
shrinking natural resources. Low levels of 





Sowing the Seeds of Competition 


investments in irrigation by both central 
and state governments have left only 40% 
of the agriculture being irrigated and 60% 
being rain fed. Alongside, the small-farm 
holdings (constituting more than 80% of 
agricultural land) are hindering govern- 
ment efforts in improving the productivity 
of the land and making Indian exports 
become globally competitive. Conse- 
quently, the average yields of important 
crops like rice, wheat, maize and ground- 
nuts, etc. are not only lower than the world 
average but are considerably below the 
average level obtained in China, Indone- 
sia and Japan. Kiran Nanda, Director and 
Economic Advisor of IMC, says: “The con- 
tribution of agriculture to the GDP has 
been declining. Low productivity, low capi- 
tal investment, inadequate infrastruc- 
ture (absence of adequate number of 
warehouses and cold storage facilities, 
etc.) plague the agri sector.” 

India has competitive advantage in 
dairy products, horticulture—like in or- 
anges, grapes, mangoes, onions—and also 
floriculture products. Lack of cold storage 
facilities is also a major drawback in the 
case of perishables of agri exports, i.e., 
fruits and vegetables, flowers, meat and 
marine products. As a result, Indian agri 
exports have been facing stiff competition 
from other exporting countries, which are 
offering their agri products at low-cost with 
superior quality in the global market. 
Moreover, the emphasis on quantity rather 
than quality by exporters is adversely af- 
fecting the country's export competitive- 
ness. Lack of proper credit facility to farm- 
ers is also hampering development of the 
agricultural sector; and in turn, agri ex- 
ports. Kiran Nanda opines: *Domestic con- 
sumption of agri products is so high that in 
some cases very little is left for exports. 
Again, exporters have very little aware- 
ness of standards expected by foreign buy- 
ers. Non-tariff barriers like phyto-sanitary 
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standards and quality norms, etc. also 
tend to keep exports low.” 


What needs to be done? 

The supply of agricultural commodities 
has to be stepped up in order to increase 
the needs of both domestic and world mar- 
kets. Among the other initiatives, product 
diversification, prompt delivery and cold 
storage facilities would improve prospects 
for Indian agri exports in terms of price and 
quality. According to Kiran Nanda, “A 
country-wise product-specific policy needs 
to be framed. The EXIM Bank can be re- 
quested to conduct such studies in prod- 
ucts whose potential in world markets has 
not been tapped at all. It is also imperative 
to create greater awareness about WTO 
stipulations and standard of products re- 
quired by foreign countries.” 

On the farm credit front, almost two- 
fifths credit is still coming from informal 
sources at more than double the cost. 
Enhancing credit facilities through in- 
crease in funds allocations, and improv- 
ing rural infrastructure facilities like 
warehouses, market yards and roads, 
work in favor of exporters. Kiran Nanda 
advises: “Strengthening rural infrastruc- 
ture through creation of an efficient inter- 
mediation process and stimulating the 
food processing industry are two critical 
areas which need to be strengthened to 
stimulate the Indian agriculture.” Ac- 
cording to estimates, the total global 
trade in agri commodities is estimated 
to touch $1000 bn. Organic food, spices 
and herbs have a large international 
market where India can increase its 
share. Against this background, several 
Indian agri companies have announced 
their expansion plans to garner the ex- 
port orders. Similarly, with the boom in 
the retail sector, several companies are 
aggressively taking contract farming and 
organic farming in a big way. 


The initiati 
Addressing the above challenges with 
the intention of harnessing the competi- 
tive advantage of its agricultural sector, 
the government has initiated strategic 
plans which involve farmers, the private 
sector, and governmental and non-gov- 
ernmental agencies. All put together, 
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Indian agri exports have 
been facing stiff 
competition from other 
exporting countries, 
which are offering their 
agri products at low-cost 
with superior quality in 


these plans have shaped upin the form of 
Agri Export-processing Zones (AEZs). 
This move is poised to enhance competi- 
tive advantage of cluster-specific agri 
products in the export market. Although 
most of the AEZs are not fully opera- 
tional, their success may be seen in the 
future. However, Prabhakar Nair, Senior 
Fellow, Alexander von Humboldt Foun- 
dation, The Federal Republic of Ger- 
many, says, "AEZs have had only limited 
success. The primary consideration in 
any export drive is to produce at competi- 
tive prices. Despite colossal crores spent 
on pepper and cardamom R&D, the 
former world trade has been taken over 
by tiny Vietnam, which is a recent en- 
trant into the world pepper market.” 
These AEZs enable countries to access 
international markets, improve basic in- 
frastructure facilities and ensure better 
flow of credit to the exporters. Kiran 
Nanda suggests: “If India wants to com- 
pete with China in agri exports, it must 
modernize the farming sector, provide ir- 
rigation facilities and make available 
fertilizers at international prices. Areas 
in the agricultural sector such as export- 
linked research, resources management, 
new technologies, professional market- 
ing and sequencing of priorities too need 
to be looked into.” 


Lessons to learn 

Brazil is the world’s largest exporter of 
beef, coffee, orange juice, and sugar. It is 
also competing with its peers in soya, 
poultry and pork. With over 90 million 
hectares, Brazil is not running out of farm 
land unlike its competitors. In the early 
1990s, subsidies were reduced and re- 
strictions were abolished. At the same 


time, Brazil cut import tariffs and negoti- 
ated better terms of trade. Consequently, 
foreign investors and multinationals 
seized the opportunity to invest in Brazil. 
The country has made use of biotechnol- 
ogy in the cultivation of soya and cotton, 
production of veterinary vaccines and 
medicines, and also promote genomic re- 
search. In addition, Brazil has become the 
leader in the use of ethanol obtained from 
sugarcane fermentation, which is fueling 
motor vehicles. More importantly, trade 
in agriculture and related industries ac- 
counts for 40% of Brazil's exports. 

The astounding success of Brazil in 
agriculture can teach India a few lessons. 
India too can benefit by increasing its fer- 
tile land area, raising its investment in 
farm research, and establishing well- 
equipped laboratories with public and 
private partnership as practiced in Bra- 
zil. Kiran Nanda says, "There is a lot to 
learn from the experiences of foreign coun- 
tries. Israel, for instance, has excellent 
water management policy. Likewise, in 
Brazil, a large and increasing share of 
support is provided by the government in 
the form of credit subsidies. This support 
is more productively-oriented to areas 
such as research and extension, training 
and the development of rural infrastruc- 
ture. This focus on long-term investments 
has helped Brazil to address the two ma- 
jor challenges confronting its agricultural 
sector: The need to sustain improvements 
in international competitiveness and at 
the same time draw poor small holders 
into the development process." 

The Indian agricultural sector has un- 
dergone a remarkable change with im- 
proving agri-infrastructural facilities 
such as cold storage, refrigerated trans- 
portation, packaging and quality control. 
However, the sector has a lot more to 
achieve in order increase to its productiv- 
ity and export levels. To sustain the cur- 
rent growth momentum, the sector has to 
achieve a 4% growth every year. Introduc- 
tion of IT and biotechnology would defi- 
nitely revive the sector as well as its ex- 
port prospects in the days to come. «^ 


N Janardhan Rao with inputs 
from Ravi Babu Adusumilli 
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Indian Agriculture 


Moving Up the Value Chain 








The government should create an environment under which a farmer has 


the flexibility to make informed choices with regard to the crop, technology, 
methods of production and marketing of his produce. 


iven the compulsions of feeding 

the growing population and 

maintaining food security, ag- 
riculture has unmistakably occupied a piv- 
otal position on the radar screen of our 
policy makers, planners and administra- 
tors. However, it is also a stark fact that, in 
reality, it has received very little attention. 
The government's direct intervention in 
improving the facilities is hardly evident — 
be it investment in the agriculture sector, 
availability of credit, transfer of technology 
to the farmers, building rural infrastruc- 
ture, availability of agricultural inputs, 
providing crop insurance cover, etc. 
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- Uttam Gupta 
Resident Director, CropLife India, 
New Delhi 





Wither agriculture reforms? 

The private sector has also not shown 
much interest in promoting the agricul- 
tural sector despite the fact that nearly 
two-thirds ofthe Indian population draws 
its livelihood from agriculture. The reason 
for this is because of the huge infrastruc- 
ture bottlenecks on the one hand and regu- 
latory constraints on the other. Due to this 
negligence for decades, we have not been 
able to ensure a reasonable standard of 
living for the farming population. There 
was a desperate need for reforms in agri- 
culture, but unfortunately, the economic 
reform process launched in the early 


1990s seems to have completely by- 
passed this vital sector. 

The reforms have mostly benefitted 
the economic industry and the service 
sector, which pulled up the GDP growth 
rates to 6-6.5% per annum in the second 
half of the 1990s and 7.5-8% in recent 
years. On the other hand, growth in agri- 
culture has been hovering in the range of 
1.5-2% per annum. For the period 2005- 
077, the government is aiming to achieve a 
GDP growth of 896 per annum and is com- 
mitted to maintain this—or perhaps 
even achieve higher levels — during the 
Eleventh Plan Period. To achieve this, 
agricultural growth will have to increase 
by 4926 per annum. And that would mean 
a fundamental transformation in the 
way agricultural activity is currently con- 
ducted in India. Needless to say, this 
transformation has to be brought about 
in a very short time frame. 


The subsidies syndrome 

There is a widespread belief that interna- 
tional prices of agricultural commodities 
will increase following a reduction in agri- 
cultural subsidies by developed countries 
ofthe European Union, the US, and Japan 
under the Doha round of multilateral trade 
negotiations, and that would help develop- 
ing countries including India, to boost their 
exports. But, this is a myth. It is unlikely 
that we will see any substantial reduction 
in subsidies in the near future. This is be- 
cause as agreed at the Hong Kong Ministe- 
rial, export subsidies given by developed 
countries will be abolished only by 2013 
and even reduction of domestic subsidy 
support will be “back loaded". The farmers’ 
choice in selecting inputs, especially fertil- 
izers, also gets distorted by a plethora of 
controls and subsidies. Under a highly 
complex subsidy regime, the government 
extends far more subsidy on urea than on 
phosphate and potash fertilizers. 
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Our ability to increase exports will 
also be constrained by the SPS (Sanitary 
and Phytosanitary Standards) as well as 
technical barriers enforced by the devel- 
oped countries. In other words, quality 
and price alcne will not automatically en- 
sure entry for our agriculture produce into 
their markets. We also need to carefully 
assess whether our agriculture has the 
capability to generate the surpluses re- 
quired to meet the export commitments. 
Another point to ponder is whether we can 
ensure that export prospects are rot 
marred by imposition of quota restric- 
tions due tc the pressure of meeting do- 
mestic consumption needs. 


Meeting the challenges 

How do we prepare our farmers to meet 
the challerge? First and foremost, the 
government should create an environ- 
ment under which a farmer has the flex- 
ibility to make informed choices regard- 
ing the crop, technology, methods of pro- 
duction and marketing of his produce. It 
is often forgotten that the entrepreneur- 
ial abilities are crippled by a plethora of 
controls. For instance, we have an age-old 
system for procurement of food grains by 
state agencies at a guaranteed price. 
This forces the farmers to use their 
scarce lend for the cultivation of wheat 
and rice mainly. This in turn has led to an 
indiscriminate and excessive use of land 
and water rescurces, leading to soil ero- 
sion anc cepletion of water table. 

The above system may have served 
us well during times when the need of 
the hour was to maximize the produc- 
tion of food grains to achieve the para- 
mount objective of food security. But 
now, we need to help the farmer to con- 
duct farming in a manner that maxi- 
mizes his income and conserves re- 
sources. It is, therefore, imperative that 
the government encourages farmers to 
cultivate crops of their choice, taking 
into account the local conditions with 
regard tc soil. climate, water, etc. 

Power supply for agricultural pur- 
poses is subsidizec in almost all states 
(in some states, it is even free). This is the 
single most important factor that, which 
is intended to help them, has contributed 
to their misery by rendering them tc prac- 
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tices of indiscriminate pumping and ex- 
cessive use and even wastage of this 
scarce resource. The government must 
withdraw power subsidies. It will im- 
prove the levels of water table, and in the 
medium- to long-term help farmers to im- 
prove their yields. We need a paradigm 
shift whereby the Indian agriculture is 
freed from all kinds of subsidies, viz., fer- 
tilizer, food, power, etc. and thousands of 
crores of rupees are thus saved, which can 
be used for providing infrastructure sup- 
port to the farmers. This could be done 
under the aegis of the National 
Rural Employment Guarantee Program 
(NREGP). 

The Indian Agriculture Extension 
System, which played an important role 
during the period of Green Revolution, is 
at present in doldrums. This needs to be 
rejuvenated to meet the requirements of 
the second Green Revolution which will be 
heavily dependent on technology transfer. 
A portion of the savings in subsidy must 
be deployed for this purpose. 

At present, farmers incur huge crop 
losses — both on field and off-field — due to 
pests and diseases. According to an esti- 
mate by the Standing Committee on Pe- 
troleum and Chemicals (2002), these 
losses are a staggering Rs. 90,000 cr per 
annum. The use of newer, safer and more 
effective Crop Protection Technologies 
can help in minimizing these losses. 

The present legislative framework 
epitomized by the Insecticides Act 
(1968) is not conducive for bringing in 
new solutions/technologies needed to ad- 
dress farmers' pest problems. Discovery 
and development of new pesticide mol- 
ecules and long-term studies to meet the 
distinct registration requirements cost 
millions of dollars and due to lack of data 
protection, R&D companies have no in- 
centive to make these efforts. 

Reportedly, an Inter-Ministerial 
Committee under the Chairmanship of 
Secretary, Department of Chemicals & 
Petrochemicals, has taken a decision to 
allow Data Protection to the original/ 
first registrant of Crop Protection prod- 
ucts, viz., Technical and Formulations, 
for a certain period. Suitable amend- 
ment to the Insecticides Act will go a long 
way in adapting the companies to apply 


new technologies for the farmers and 
also set up R&D facilities in India. 

The non-availability of credit has all 
along been a major constraint for the 
farmer to benefit from new technology 
and improved methods of production. 
The decision of the Government of India 
to give focused attention to credit and 
double its availability in three years is 
much appreciated by the farmers. How- 
ever, it is important to ensure that the 
small and marginal farmers have access 
to credit at least at rates comparable to 
interest charged from the industry, if not 
lower. 

On the water front, until recently, we 
have focused on expanding areas under ir- 
rigation where also, given the gigantic re- 
source needs, the progress has been far 
from satisfactory. We need to pay due at- 
tention for optimum utilization of our wa- 
ter resources, and create awareness 
among our farmers about this scarce re- 
source and the need for it to be used judi- 
ciously. We need to learn from Israel 
where a fixed quantity of water is allotted 
for a given farm land and the farmer has 
to dovetail crop cultivation with what is 
available. 

The time has come to diversify our 
outlook regarding the seed, and overcom- 
ing the limits to conventional varieties. 
We need to avail the opportunities offered 
by agricultural biotechnology. Various 
technologies are available that help the 
plants build resistance to drought, pests 
and other types of stresses besides im- 
proving the nutritional content. 

The above steps will unmistakably 
help the farmers in reducing their vul- 
nerabilities and will make agriculture a 
rewarding proposition. However, be- 
cause of farmers' overwhelming depen- 
dence on weather, these vulnerabilities 
cannot be completely eliminated. It is, 
therefore, imperative to bring majority 
of the farmers, especially small and 
marginal farmers, under the umbrella 
of comprehensive crop insurance. No 
doubt, the associated costs will be un- 
precedented, but we need to do it if the 
farmers are to remain glued to agricul- 
ture as their prime occupation. ^ 
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Aiming to be the world’s first anonymous and centrally-cleared global 
foreign exchange market place, FXMarketSpace promises to herald a new 
era in the currency market. 





hicago Mercantile Exchange 

(CME), the world’s largest and 

most diverse financial exchange, 
and Reuters, the global information com- 
pany renowned for its strong information 
network, are coming together in a 50-50 
joint venture to create FXMarketSpace, 
a new platform for global forex trading. 
This venture has marked some firsts for 
both companies. For CME, it is the first 
move towards any spot market. And for 
Reuters, this would be the first time 
it owns a clearing’ business. 
FXMarketSpace, which is still subject to 
regulatory approval, combines CME's 
central counterparty model and clearing 
function with the distribution and 
straight-through processing capabilities 
of Reuters to create the world’s first cen- 


trally-cleared Over-The-Counter Foreign 
Exchange (OTC FX) market place. Indus- 
try experts see the potential in it to 
transform the institutional and whole- 
sale FX market and, thus, herald a new 
era for the global FX market. 

Market players are all enthusiastic 
about the new platform and have con- 
veyed their support. CME and Reuters 
have disclosed more than two dozen ma- 
jor forex players who have expressed 
their interest to participate in the “Early 
Adopter Program" and claim that it is “a 
major step forward". The participants 
cover a cross-section of FX players includ- 
ing some of the Wall Street's biggest 
banks, hedge funds, prime brokers, and 
proprietary trading funds. As members 
of the “Early Adopter Program", the par- 


ticipants will allocate the required inter- 
nal resources to back their participation 
in the development and testing of the 
new platform. “This early support con- 
firms the market’s readiness for a more 
open, transparent and efficient global FX 
trading platform and FXMarketSpace's 
unique ability to deliver on that order”, 
said FXMarketSpace CEO-designate 
Mark Robson, a former member of 
Reuters. Tarun Anand, FXMarketSpace's 
Head of Sales for Asia, says, “We are de- 
lighted by the response from a cross-sec- 
tion of market participants including 
leading financial institutions from both 
the sell side and buy side which have 
emphatically endorsed our proposition 
and are supporting us to make the venue 
a success.” With the industry experts 
having few doubts about its success, the 
brainchild of CME and Reuters is billed 
as the next logical step for the global FX's 
evolution. 


Old is not all that gold 

Over the past few years, the forex market 
has witnessed many changes and has 
been evolving continuously. One of the 
major breakthroughs in recent times is 
the proliferation of electronic platforms. 
There are approximately 200 to 600 elec- 
tronic trading platforms for the currency 
market (nobody exactly knows how many 
such platforms are available). Electronic 
trading has been greatly helpful in 
achieving greater transparency and 
speed of execution. It has also provided 
stimulus to cross-border trading and has 
added the much-needed depth to the FX 
market. Further, electronic trading has 
reduced the spreads to a large extent and 
boosted the volumes. Today, the forex 
market is the largest market with aver- 
age daily volumes touching $2 tn, and for- 
eign exchange is the most actively traded 
asset trading 24-hours a day. In a mar- 
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ket of this dimension, concerns over lack 
of liquidity may sound illogical. However, 
the FX market is not yet devoid of liquid- 
ity problems. 

The reasons for lack of liquidity are 
not hard to see. One obvious reason that 
comes to mind is the lack of exchange- 
like struczures for the market. Unlike 
cther asset classes (such as equities), 
forex has never been centralized on an 
exchange. Currently, the backbone of the 
forex market is made up of a global net- 
work of dealers — largely the commercial 
banks of the world. Huge volumes of 
trade are carried on through telephones 
and electronic networks such as EBS 
(Electronic Brokering Services) and 
Reuters Dealing 3000 spot matching 
(while there are many more platforms, 
these two constitute for the bulk of the 
trading). No doubt that this system has 
been working remarkably well all these 
years, but it did withhold the ful! poten- 
tial of the market. Lack of a centralized 
marketplace has given way to counter- 
party risk —a risk that arises when one 
party fails to make good their side of the 
transaction. Since each trade is bilat- 
eral, it becomes essential for partici- 
pants to have credit lines with all those 
players with whom they wish to transact. 
Such a requirement severely limits the 
free access to market, giving rise to the 
liquidity problems. Larger banks may 
prefer to keep themselves restricted to 
familiar counterparties and, alsa, per- 
haps use credit as a tool to contrel prices. 
Anand says, “We know that in any mar- 
ket, efficiency and transparency liberate 
growth. We believe that the substantial 
growth in FX over the last year is just the 
tip of the iceberg, if transaction cests to 
them can be lowered and the post-trade 
complexities of the current prime broker- 
age operational environments can be 


streamlined.” 


FXMarketSpace - A bold move 

What FXMarketS3pace attempts to re- 
solve, if not anything else, is precisely the 
problem of counterparty risks. The new 
venture of CME and Reuters offers a so- 
lution to these longstanding issues by 
taking up the responsibility of central 
counterparty clearing. Essentially, it as- 
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— Tarun Anand 
FXMarketSpace’s Head 
of Sales for Asia 


sumes the position of buyer for every 
seller and the position of seller for every 
buyer. The two parties to the transaction 
are completely unaware of their counter- 
parts. Thus, by providing for anonymity, 
the FXMarketSpace will entirely elimi- 
nate the counterparty risk. It also pro- 
vides industry-leading order-matching 
facility, greater operational efficiency 
and order-book transparency. Anand 
says, "In the medium-term, we believe 
that the central limit order book trans- 
parency, anonymity, and broader quasi- 
exchange attributes of FXMarketSpace 
will provide the optimum environment 
for real money and investment funds to 
convert their interest in FX as an asset 
class, into substantial growth in their 
transactions activities”. He further adds, 
"FXMarketSpace is being introduced to 
generate and capture new growth". The 
platform is expected to offer market solu- 
tions that cater to the ever-growing de- 
mand of the FX players for broader ac- 
cess to the market. Initially, it will offer 
six major currencies for spot trading in- 
cluding the euro, Japanese yen, British 
pound, Australian dollar, Swiss franc 
and Canadian dollar against the US dol- 
lar as well as four cross currency pairs. 
However, eventually it is expected to of- 
fer full breadth of FX capabilities includ- 
ing spot, forwards, and options. 


Logical evolution for FX market 
There have been a few attempts in the 
past to smoothen the process of forex 
trading. For many years, several multi- 
bank systems, that facilitated OTC 
trading for selected banks, dominated 
the marketplace. For example, CLS, the 
forex settlement system that is used by 
many banks, was created by the banks 
mainly for trading among themselves. 
However, the importance of such multi- 
bank systems has been declining of late 
with the entry of hedge funds. Hedge 
funds now constitute for almost one- 
third ofthe daily volume ofthe forex mar- 
ket, up from 20% in 2000. More recently, 
Lava Trading, a holding of Citigroup, has 
made an announcement to launch inter- 
bank spot forex trading platform. An- 
other company, ICA —the world's largest 
inter-dealer broker—has purchased 
EBS, the most popular trading platform, 
to create the world's largest over-the- 
counter trading system. 

"To achieve success one needs to have 
the right proposition, right timing, and 
right execution backed by the strongest 
partners in the business”, says Anand. 
And FXMarketSpace has it all. This is the 
first time that true central counterparty 
clearing proposition will exist in the OTC 
FX market. The market structure has un- 
dergone a complete metamorphosis, 
given that the share of buy-side institu- 
tions trading FX has increased substan- 
tially along with the increase in algorith- 
mic trading, which has created the need 
today for a quasi “exchange” like struc- 
ture. Reuters and CME are both pioneers 
in FX. With Reuters creating the first 
OTC FX matching venue providing distri- 
bution and straight-through processing 
and CME clearing— which is the world’s 
largest clearing facility with over 95% of 
all FX futures trades—clearing services 
will be easier for FXMarketSpace. On a 
daily basis, CME holds approximately 
$45.8 bn of collateral deposits to support 
the transactions that are being made in 
both the markets of CME Chicago Board 
of Trade. 

The venture stands apart as a unique 
attempt focusing to serve all the users, 
including banks, non-bank financial in 
stitutions like hedge funds and non-finan- 
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cial institutions. It caters to the needs of 
hedge funds that view FX as an attractive 
asset as well as meets the requirements 
0f banks and other market players who 
look to grow their revenues. It will also 
offer an extra choice to the user to decide 
where and how the FX would be traded. 
Anand says, “We believe that the ability 
to trade anonymously, without credit con- 
straints and with access to the best price, 
will spur additional growth in both the 
cash FX market as well as in CME's FX 
futures market. Furthermore, we antici- 
pate that positions established on 
¥XMarketSpace will be allowed to cross 
margin with positions established in 
CME cleared futures providing scope for 
further capital efficiencies. As efficient 
markets thrive on arbitrage opportuni- 
ties, we believe there will be enhanced vol- 
umes in both instruments.” 
The FXMarketSpace Platform 
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market. 
— Tarun Anand 
FXMarketSpace's Head 
of Sales for Asia 


FXMarketSpace will be an alterna- 
tive to the current spot and forward mar- 
kets providing capital and operational ef- 
ficiencies not available on other FX plat- 
forms. It will be the only platform that 
offers true pre- and post-trade anonymity. 
The central counterparty model elimi- 
nates the need for bilateral credit agree- 
ments and reduces counterparty risk. It 
will be the first OTC FX trading venue to 
offer transparent pricing and best price 
access to all market participants includ- 
ing ability to see the full order book. 
FXMarketSpace will allow post-trade 
pre-settlement netting, multilateral net- 
ting of exposures, risk offsets across cur- 
rency pairs and cross margining between 
OTC cash and futures, which will consid- 
erably reduce the cost of trading and bring 
unprecedented operational and capital ef- 
ficiencies. 

As it stands, FXMarketSpace will 
leave a lasting impact on the global forex 
market once it is launched. By providing 
for anonymity, transparency, and operat- 
ing efficiency, it will push the industry 
standards to the next level. 
FXMarketSpace should also be able to 
handle the huge volumes with ease since 
CME has been doing the same with great 
success in the derivatives market for a 
long period of time. The technology behind 
FXMarketSpace includes world class, 
state-of-the-art order matching and clear- 


ing systems. The CME Globex matching 
engine is one of the most sophisticated 
matching engines that allows 50 millisec- 
ond trades which is unparalled in OTC FX 
markets. The matching engine utilizes 
advanced price banding technology to pre- 
vent orders from entering the system at 
unreasonable price levels. Most of the 
high volume traders prefer using the high 
performance CME iLink APIs to facili- 
tate their algorithmic trading. 
FXMarketSpace will inherit the global 
network and will, thus, get instant access 
to over one million FX professionals all 
over the world. Given the credibility of its 
parent companies, it will also garner in- 
terest from all players; hence liquidity 
should not be a problem. Moreover, 
FXMarketSpace has received all neces- 
sary antitrust approvals. Regulatory ap- 
proval of the UK Financial Services Au- 
thority, which is needed for forwards, is 
expected to be obtained in early 2007. 

FXMarketSpace will offer many ben- 
efits to the forex community. This plat- 
form will result in a more dynamic and 
efficient global FX market that will ben- 
efit all participants, both buy and sell 
sides. It will try to offer the best price to 
all participants by making it easier to 
adopt the algorithmic trading in FX. One 
major benefit is that it will bring to- 
gether the highly fragmented market 
place to a centralized exchange-like 
structure. Commenting on the benefits 
to Indian banks, Anand says, "Indian 
banks who have been consistently 
plagued by not being able to access the 
best price available in the OTC FX mar- 
ket in G7 currencies and have been con- 
sistently denied credit by international 
banks will now be able to access the best 
price in the market like a true peer in the 
FX arena. This will position them com- 
petitively whilst negotiating with their 
large corporate customers who strike a 
hard bargain." The announcement of 
FXMarketSpace itself has created a lot 
of excitement among the forex players; 
its launch is sure to create a history. The 
forex world awaits 2007. «^ 


D Satish 
and Smitha Deshpande 
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GMO in China 


Raising Concerns? 





China’s move to commercialize the Genetically Modified (GM) food grains 
has raised eyebrows among overseas traders; they now fear that it may 


raise more barriers for their exports. 


e proclamation of the Chinese 
government to commercialize 
food grains, especially rice, devel- 


oped by the technique of Genetically 
Modified Organisms (GMOs) has raised 
serious debate in the economic circles of 
the world. This is because China is the 
world’s largest producer and consumer of 
rice, which is the staple food for billions of 
people in the world; and in this scenario 
any decision taken by China will have an 
effect on other nations including India. 
The production of GM crops has always 
been a contentious issue ever since they 
were invented in the mid-1970s. While 
on the one hand, the supporters of GM 
foods believe that they can help combat 
falling food production and save the 
population from hunger, on the other 
hand, environmental activists, religious 
organizations and public interest groups 





have raised serious concerns over envi- 
ronmental hazards and human health 
risks. They have also raised economic 
concerns and have called these so-called 
GM foods as “Franken foods”. 

Against all these odds, if China al- 
lows the sale of GM rice it will become the 
first developing country in the world to do 
so. The Chinese government has in- 
vested around $500 mn for research ac- 
tivities on genetically modified foods. 
Recently, four Chinese companies have 
filed applications with the Chinese gov- 
ernment seeking permission for the sale 
of their GM rice. Local proponents of the 
genetic modification, including China's 
Ministry of Science and Technology, be- 
lieve that since China's total food produc- 
tion is falling by about 596 each year, GM 
food grains are the most efficient and eco- 
logical way for China to improve its food 


security, foster sustainable development 
and improve its competitive position in 
international agricultural markets. 


GMO development in China 
China is facing severe shortage of food 
grains. Its food production has been drop- 
ping since the 1990s due to water short- 
age, loss of arable land to urbanization 
and a shift to cash crops. In 2005, China 
produced about 355 million tons of food 
grains, which was the highest production 
in the world. However, it was not suffi- 
cient to feed the Chinese population. To 
meet the demand and supply ratio, the 
Chinese government has been spending 
around $4 bn on imports, but has not been 
successful. This soaring pressure has led 
the Chinese government to reconsider the 
mass commercialization of GM food. 
China started its research on genetic 
engineering of agriculture during the 
1980s. It invested huge amounts to sup- 
port R&D in this area and is now the sec- 
ond largest country in the world after the 
US in terms of investment. It was also 
one of the countries to introduce a GM 
crop commercially and currently has the 
fourth largest GM crop area, after the 
US, Argentina, and Canada. China com- 
mercially allowed the sale of GM cotton, 
corn, tomatoes, and soybeans in the 
1990s. However, it suspended further 
commercialization of other varieties of 
GM foods in 2000, after having seen the 
global concerns spurred on by the long- 
term effects and health hazards. 


To commercialize or not to 
commercialize 

China's agricultural biotechnology devel- 
opment is an interesting case and is 
unique in many respects. The public sec- 
tor dominates the industry and the list of 
GM crops undergoing trials differs from 
those being worked on in other countries 
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Net sales / Income from operations 811.53 574.19 3,710.92 





















































1. 
2. Other Income 69.77 34.94 199.93 
3. Total Expenditure 
8) Increase(-) / decrease(+) in stock in trade -23.25 4.83 -4.42 
b) Consumption of Stores & Spares 36.07 32.97 | 149.71 
c) Staff Cost 44.58 47.26 | 180.30 
d) Selling Exps incl. Freight out | 32.65 98.75 | 458.60 
e) Other Expenses nex IEEE = 53.24 d 242.84. 
Tctal [2 - -` : 142.93 237.05 | 1,027.03 
| 4. Interest 0.00 0.00 0.00 
| 3d Depreciation 13.90 14.66 113.69 
LE Profit before Tax (1+2-3-4-5) 724.47 357.42 2,770.13 
| 7 Provision for Tax 
| - Current Tax & FBT 244.73 121.00 936.00 
H: - Deferred Tax E i hive pe Oe 0.71 6.33 
8. Net Profit (6-7) ——— a .— 480.14 |. 281A ; 1,827.80. 
9. Paid-up Equity Share Capital 132.16 132.16 132.16 
| 10. Reserves excluding revaluation reserves 3,882.32 
11. EPS for the period (Rs.) 36.33 | 17.94 138.30 
(Not Annualised) (Annualised) 
12. Aggregate of Non-promoters shareholding 
| - Number cf Shares E - 2135154 





| - Percentage of shareholding r : 1.62 


1. The revised Accounting Standard-15 Employee benefits, effective from April, 2006, was examined and the transitional obligation of the company in respect of two m 
benefits viz., (i) leave salary & (ii) payments under Employee's family benefit scheme amounting to at Rs.17.41 crore adjusted against general reserve as at 01 April, 2 
as per the provisions of the AS. 

2. Panna unit stopped mining activity from August 05 and production activity from April, 06 onwards for want of environmental clearance as per the directions of the Ce: 
Empowered Committee of the Hon'ble Supreme Court of India. Pending final court direction, no provision towards impairment of asset of the unit has been made. 

3: As the company has nct received any investor complaints till Gate, the number of investor complaints received, disposed of and lying unresolved at the quarter ended : 
June, 2006 be treated as "NIL". 

4. The above results were reviewed by the'Audit Committee at their meeting held on 26th July, 2006 and taken on record by the Board of Directors at their meeting hel 
26th July, 2006 at New Delhi. 


Eco-friendly Miners to the Nation 
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Listing Agreement 




































































1. Segment Revenue | | 
(net sale / income from each segment) | 
a) Iron Ore | 807.92 | 559.38 3,669.47 
b) Other Minerals & Services | 3.61 | 14.81 41.45 
Total | | 811.53 |. 574.19 3,710.92 | 
Less: Inter segment revenue 0.00 ] 0.00 0.00 
Net Sales / income from operations 811.53 574.19 3,710.92 
2. Segment Results | 
(profit (+) / loss (-) before tax and interest | 
from each segment) | 
a) Iron Ore 674.07 | 340.95 2,704.11 
b) Other Minerals & Services a: -5.58 | -1.57 -63.78 
Total : EM A . 668.499 J—— 339.38 2,040.33 f 
i) Less interest 0.00 | 0.00 0.00 
ii) Add other unallocable income 55.98 18.04 129.80 
net of unallocable expenditure | | 
Total Profit before Tax | 724.47 357.42 2,770.13 © 
3. Capital Employed | 
(Segment Assets-Segment Liabilities) | 
a) Iron Ore 712.44 | 554.59 821.55 
b) Other Minerals & Services | 40.94 | 96.38 50.84 
. €) Other Offices E | 8,597.30 | 2,006320 | .. 8,000.59 
otal | 2,1447 | 


4,350.68 3,872.98 









For and on behalf of 
National Mineral Development Corporation Limited 


Sd/- 
(B. Ramesh Kumar) 
Chairman-cum-Managing Director 


Place : New Delhi 
Date : 26th July, 2006 
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Business Environment 


where the technologies are dominated by 
the private sector. Many competing fac- 
tors are putting pressure on policy-mak- 
ers to decide whether they should approve 
ccmmercializing GM rice or not. Support- 
ers opine that since China has already in- 
vested huge amcunts in biotechnology 
R&D of GM technologies stock, it should 
go in for commercialization. The past suc- 
cess in developing technologies and high 
projected rates of return suggest that prod- 
ucts from China's plant biotechnology in- 
dustry could be an effective way to increase 
its competitiveness internationally and 
rural incomes domestically. Given that the 
farmers are relatively poor (the average 
per capita income $0.74 per day at official 
exchange rates), experts concerned with ag- 
ricultural productivity and farmer income 
are likely to back any decision to commer- 
cialize GM rice. 

Robert Paarlberg, Political Scientist, 
Wellesley College, US, suggests that if 
China commercializes a major crop such 
as rice, it is possible that it would influ- 
ence the decisions abcut the commercial- 
ization of GM crops in the rest ofthe world. 
For example, if China commercializes 
GM rice, it would possibly clear the way 
for the extension to GM wheat, maize and 
cther crops inside China. This could also 
encourage the large grain exporting na- 
tions such as Canada, the US and Austra- 
lia to recommit their programs in GM 
wheat and other export crops as China is 
emerging as a large export marke: for the 
future. Ashima Goyal, Professor. Indira 
Gandhi Institute of Development and Re- 
search, opines, “In tne short-term, the US 
may lose export markets, but rising Chi- 
nese incomes will create demand for other 
US products and services. The major ex- 
ports of the US are to countries with 
higher per capita incomes." 

More importantly, the commercial- 
ization cf rice and other crops may induce 
other developing countries such as India 
or Vietnam to expand their plant biotech- 
nology programs. Developing countries 
might be tempted to follow China not only 
to remain competitive but also to increase 
farmers’ income. It is in this very real 
sense GM rice in China may have an im- 
portant influence on the future of GM 
crops in the world. 
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Growing concerns 

The major concern about GM foods arises 
from the fundamentals, like the way the 
seeds are developed. The GM seeds are de- 
veloped by fusing natural seeds with genes 
from micro-organisms, plants and ani- 
mals. There are some other techniques 
also. One such technique for genetic modifi- 
cation uses alien gene to make the crop tol- 
erant to a specific herbicide, normally 
which the seed manufacturer develops. 
With this method, farmers can kill weeds 
in close proximity without harming GM 
crops. 

However, GMO critics have raised con- 
cerns about GM foods and have criticized 
the agri business for pursuing profit with- 
out concern for potential hazards. They 
have also hit at the government for failing 
to exercise adequate regulatory oversight. 
Most concerns about GM foods can broadly 
be categorized as: Environmental hazards, 
human health risks, and economic con- 
cerns. Studies revealed that the growth of 
Bt crops kill non-target organisms by 
changing soil chemistry. These crops also 
promote the development of Bt-resistant 
insect populations. There is a growing con- 
cern that introducing foreign genes into 
food plants may have an unexpected and 
negative impact on human health. There 
are many incidences noticed in the US and 
Europe where children developed life- 
threatening allergies to GM foods like pea- 
nuts. Some studies show, there are 
chances that introduction of a gene into a 
plant may create a new allergen or cause 
an allergic reaction in individuals. 

Introducing a GM food into the market 
is a very lengthy and costly process. More- 
over, agri-biotech companies wish huge 
profitable returns on their investment. 
Another concern of agri-business compa- 
nies is related to patent infringement as 
most of the new plant genetic engineering 
technologies and GM plants have been pat- 
ented. Yet consumer supporters are wor- 
ried that patenting these new plant variet- 
ies will raise the price of seeds so high that 
poor farmers and developing countries will 
not be able to afford seeds for GM crops; 
thus, widening the gap between the 
wealthy and the poor. Patent enforcement 
may also be difficult. One way to combat 
possible patent infringement is to intro- 


duce a “suicide gene” into GM plants. 
These plants would be viable for only one 
growing season and would produce sterile 
seeds that do not germinate. Farmers 
would need to buy a fresh supply of seeds 
each year. However, this would be finan- 
cially disastrous for farmers in developing 
countries who cannot afford to buy seed 
each year. 


Outlook 

GM foods have the potential to solve 
many ofthe world's hunger and malnutri- 
tion problems, and can help protect and 
preserve the environment by increasing 
yield and reducing reliance upon chemical 
pesticides and herbicides. Yet there are 
many hidden challenges ahead, especially 
in the areas of safety testing, regulation, 
international policy and food labeling. 
Ashima suggests, “The economic and in- 
dustry structure accompanying the pro- 
duction and distribution of GMOs should 
be carefully regulated. Farmer's rights 
and traditional gene pools should be pro- 
tected. Prices should be commensurate 
with productivity increase and seed com- 
panies should be prevented from making 
monopoly profits". 

Seed companies would be wise to un- 
dertake corporate social responsibility 
programs for the benefit of poor farmers. 
The programs will raise their acceptabil- 
ity and prosperity will create a larger and 
more assured market for their products. 
However, critics suggest that the Chi- 
nese government should find alternative 
farming methods instead of encouraging 
the GM food grains. Organic farming 
would be one of the best options enabling 
Chinese farmers to increase their in- 
come. Today, organic farming in China is 
worth $200 mn, and has increased 10 
times compared to the previous decade. 
If organic farming is encouraged and de- 
veloped in the proper way, it is expected 
to produce 2046 of the total food market 
by 2020. Whatsoever, the dragon is firm 
on GMOs and is encouraging further 
biotech development in the domestic 
seed market. «^ 


N Janardhan Rao 
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M CORPORATE STRATEGY 


Samsung 


‘High-end’ Trouble 





Samsung’s high-end product strategy may have won it laurels, but it is no 


booster for its bottom line. 





Samsung is a victim of its own success. 
— Daniel Kim 
Technology Analyst 
Merrill Lynch in Seoul 


or Samsung, the high priest of 
"high-end" technology, which 

made a name for itself in the glo- 

bal electronics arena, these are tough 
times. The company, which has had rivals 
on their toes and has won consumers' 
hearts across the globe, by being Korea's 
electronics major in bringing out innova- 
tive models, is slowly realizing that this 
very strategy may not always be reward- 
ing, or so, its latest quarterly performance 
suggests. During the second quarter, the 
company recorded a fall in its operating 
and net profits on both sequential as well 
as year-on-year basis. On a segment-ba- 
sis, except LCD, all the key segments saw 





a decline in operating profits, both se- 
quentially and annually. The company 
was hit by lower sales in segments like 
telecom and appliances, which account for 
more than one-third of its overall sales. 
The company's lackluster performance 
during the quarter, however, cannot be 
brushed aside as a one-off event. In fact, a 
look at the fourth quarter results for the 
last fiscal, i.e., FY 2005, tells that the Ko- 
rean innovation warrior is indeed feeling 
the heat as sales plateau and operating 
profits take a hit; the firm reported that 
FY05 reported 33% decline in the operat- 
ing profits with flat sales. 


Going digital! 

Samsung Electronics emerged on the glo- 
bal scene only towards the beginning of 
the 1990s. It expanded its production ca- 
pacity significantly to emerge as a major 


global player in diverse areas. It success- 
fully developed a 64K DRAM VLSI chip 
which catapulted the brand “Samsung” to 
be in the global big league. The company's 
early venture on electronic products was 
focused on mass production by adopting 
low-cost technology backed by “follow-the- 
leader strategy". However, under the lead- 
ership of Jong-Yong Yun, the company un- 
derwent necessary restructuring and di- 
versified into areas like CD players, semi- 
conductors, and LCDs. Samsung’s strong 
R&D focus has been paying rich divi- 
dends. By 2003, the company became 
known for Digital Media Business, Tele- 
communication, Digital Appliances, 
Semiconductors, and LCDs. By 2004, it 
became the world’s second biggest seller 
of mobile handsets, next only to Nokia, 
displacing the US mobile giant Motorola. 
In 2003, it surpassed Intel as the leading 
producer of NAND flash memory. This 
helped in increasing its brand value ($5.2 
bn) from 43" place in 2000 to 20% place 
($14.9 bn) by 2005, replacing the Japa- 
nese electronics and entertainment ma- 
jor, Sony, in the process. Focusing on high- 
end products, the company has enriched 
its portfolio with the world's first 82" LCD 
TV with LED backlight (model LN- 
S8297DE), Fully Buffered Dual In-line 
Memory Module (FB-DIMM) with 8GB 
density, the world’s smallest and lightest 
desktop color laser printer — CLP-300 
weighing 30 pounds, and mega pixel slide- 
up camera phones. 

However, towards late 2004, the Ko- 
rean giant began to suffer from falling 
prices in flat screens, semiconductors and 
mobile phones. In the year 2004, 
Samsung replaced Motorola as the 
world's No. 2 handset maker, but that 
was not before it sacrificed its margins, 
which in turn lowered its profits—its prof- 
its declined by 26% in Q2’04 and 13% in 
Q3'04. The situation turned worse by the 
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INTERVIEW 


Samsung’s strategy of focusing on premium products will help to increase 
the profitability of the company. 


— Nikhil Mathur 
Senior Manager-Client Service, 
ORG-GfK Marketing Services (India) Pvt. Ltd. 


What reasons do vou attribute to the declining performance of Samsung? 
Samsung is in fact performing better than the competitors. The first half 
of 2006 has been a great year for Samsung. The growth rate across all 
major categories like CTV, refrigerator, washing machine, and microwave 
oven is much more than the industry growth. There has been a consider- 
able gain in home appliances business too. 


Do you think Samsung still suffers from its brand-based high-end product strategy, 
especially in the mobile segment? 

Samsung's strategy to be positioned as a "Premium Brand" has started 
paying off. In the present market scenario, shrinking margins on mass 
products have forced all major players to look at the high-end products as 
the focus segments for value realization. At the same time, "price correc- 
tions" for mass segments have resulted in making inroads into mass con- 
sumer segments. Samsung's strategy of focusing on premium products 
will help to increase the profitability of the company. In the mobile seg- 
ment, low-priced phones (read black and white phones) are still a major 
chunk of the market and help to drive growth, especially in the growing 
lower-town class market. Focus on this segment can help a company to 
capture the first-time buyers/users in the price-sensitive market. 


What strategy change do you reckon as inevitable for the company to catch up with its 
competitors? 

A very critical factor in the durable market is the trade (distribution). 
Mass products help a brand to spread its physical reach. It serves as the 
base on which a company builds on distribution for premium products. 
Samsung's policy of focusing on premium products should continue, with- 
out losing its current distribution strength. This means that the product 
range should have a mix of mass products and premium products. 


Do you think that Samsung's new joint venture of setting up an LCD plant with Sony is 
enough to reassure its prime position? 

LCD television is going to be “the next big thing” in the coming years. 
Samsung's joint venture with Sony will help both the brands to take 
advantage of economies of scale and also cash-in on their strong brand 
image. 


Where do you Samsung standing vis-a-vis its competitors at present? 
Samsung’s strength lies in its diversified portfolio of products ranging 
from consumer electronics/appliances, telecom, digital imaging to IT prod- 
ucts. In the present scenario of converging technology, Samsung enjoys an 
upper hand when compared to the purely consumer electronics and appli- 
ances players. In the consumer durable business, Samsung’s growth rate 
is faster than its nearest competitor. 
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end of 2005 when digital media and appli- 
ances recorded a fall in operating profits 
by 1,118% and 70% respectively. The 
company’s Q2'06 results only suggest that 
the firm's worries are far from over. De- 
spite that, putting a brave face, Chu Woo- 
sik, Samsung's Senior Vice-President, 
told in an interview: ^During the second 
quarter many companies in the same in- 
dustry faced difficulties due to declining 
prices in mainstay products." 


Intensifying competition 

The Korean major is facing increased 
pressure as competition is intensifying in 
nearly all its key business segments. For 
instance, the telecom division, which con- 
tributed close to one-third of its overall 
sales was hit severely when the handset 
market got overcrowded, which put mar- 
gins under pressure. To counter this, the 
company is now increasingly focusing on 
emerging markets like India. Neverthe- 
less, a section of industry experts express 
concern that given the firm's focus on high- 
end models, this strategy will not pay off 
well in these markets which are notori- 
ously price-conscious. For instance, indus- 
try leader Nokia continues to dominate 
the Indian market with its low-cost hand- 
set models. While Nokia commands a 
lion share of 63% of the Indian mobile 
handset market, competitors like LG and 
Motorola struggle with paltry shares of 
13% and 8.5% respectively. Samsung, 
with a market share of just 3.596, is way 
off the scene. ^What's fundamentally hap- 
pening at LG and Samsung is that they're 
losing market share—it's not a cyclical 
thing, it's a structural problem", says 
Song In Ho, a fund manager at Kyobo In- 
vestment Trust Management in Seoul. 
Indeed, industry experts say that to ven- 
ture in emerging markets like 
India, where first-time users look for a 
product with basic utility and an attrac- 
tive design, it makes great sense to stick 
to low-cost models. A case in point is 
Nokia's 1100, a big hit in Indian market, 
and which costs only $44. This model 
alone accounts for 1596 of total sales of 
Nokia's 45 models in India. Though the 
company executives are fully aware of the 
fact about the loss in market share, they 
seem to be content with it. A spokes- 


LE a Ae Ee ee 
NHPC - Serving the Nation 


Through international standards of excellence in all aspects of hydro- 
power and diversified business, NHPC is striving towards augmenting 
hydropower generation in India. 


National Hydroelectric Power Corporation (NHPC) is one of the largest 
organizations for hydropower development in India, having constructed | 3 
hydropower projects in India and abroad, with a total installed capacity of 
3694.35 MW (including the projects under joint ventures). Currently, 
NHPC is a schedule A Enterprise of the Govt. of India having an authorized 
share capital of Rs. 1,50,000 million. With an investment base of over Rs. 
2,22,000 million, NHPC is rated among the top ten companies in the 
country in terms of investment. During the financial year 2004-2005, 
NHPC Power Stations achieved the highest ever generation of | | 286.43 
MU. Currently, NHPC is involved in the construction of eleven projects 
totaling to an installed capac- 
ity of 5623 MW including 520 
MW under implementation 
by NHDC. NHPC has planned 
to add 2480 MW of power 
during the | Oth plan and 7707 
MW of power during | Ith 
plan. NHPC's capabilities in- 
clude the complete spectrum 
of hydropower development 
from concept to commission- 
ing. NHPC recently an- 
nounced its plans to invest 
over Rs. 3300 crore in 2006- 
07 as part of capital expendi- 
ture plan while adding 900 
MW of hydro capacity in the 
next fiscal. S K Garg, Chairman 
and Managing Director, 
NHPC said, “We have set our 
capex at Rs 3312 crore for the next fiscal. Of this, we expect to get Rs 1374 
crore as Gross Budgetary Support while the remaining would be Internal 
Budgetary Resources." NHPC has decided to raise Rs. 27,000 crore from 
open market to part fund its Rs 60,000 crore capacity addition plan by 
2012. 


NHPC was incorporated in the year 1975 with an authorized capital of Rs. 
2000 million and with an aim to plan, promote and organize an integrated 
and efficient development of hydroelectric power in all respects. Later on, 
NHPC started including other sources of energy like Geothermal, Tidal, 
Wind etc. The public sector company has presently signed agreements 
with the Government of Sikkim for the execution of 495 MW (3 x 165 MW) 
Teesta Stage -IV and 210 MW (3 x 70 MW) Lachen Hydroelectric Projects. 
Both these Projects are located in North Sikkim District of Sikkim. These 
Projects have been handed over to NHPC for development on Build, Own, 
Operate and Maintain (BOOM) basis. The Agreements were signed on |* 





March, 2006 at Gangtok by Shri D.D. Pradhan, Principal Chief Engineer- 
cum-Secretary, Energy and Power Department, on behalf of the Govern- 
ment of Sikkim and by Shri S.K. Garg, CMD, on behalf of NHPC in the 
presence of Hon ble Chief Minister of Sikkim, Shri Pawan Chamling. 


NHPC has already commissioned 60 MW (3 x 20 MW) Rangit Power 
Station in Sikkim from where power is being supplied to the States of 
Sikkim, West Bengal, Orissa & Bihar and NHPC has also undertaken 510 
MW (3 x 170 MW) Teesta Stage-V Hydroelectric Project in the State of 
Sikkim, which is in an advanced stage of construction. The corporate mis- 
sion of NHPC is to achieve international standards of excellence in all 
aspects of hydropower and diversified business; to execute and operate 
projects in a cost-effective; environment friendly and socio-economically 
responsive manner; to foster competent trained and multi-disciplinary hu- 
man capital; to continually de- 
velop state-of-the-art tech- 
nologies through innovative 
R&D and adopt best practices; 
to adopt the best practices of 
corporate governance and in- 
stitutionalize value based 
management for a strong cor- 
porate identity; to maximize 
creation of wealth through 
generation of internal funds 
and effective management of 
resources. The main objectives 
of NHPC are to develop a vast 
hydro potential at faster pace 
and optimum cost, eliminat- 
ing time and cost over-run; 
complete all on-going projects 
within the stipulated time 
frame; ensure maximum utili- 
zation of installed capacity and help in better system stability; generate 
sufficient internal resources for expansion and set up new projects; corpo- 
rate development along with simultaneous Human Resource Develop- 
ment. 


Despite the fact that Hydroelectric Projects are recognized as the most 
economic and preferred source of electricity, share of hydropower in the 
total installed capacity in India has been declining steadily since 1963. 
The hydro share has declined from 44% in 1970 to 24% in | 999. The ideal 
hydrothermal mix should be in the ratio of 40:60 and present imbalance 
is largely responsible for system instability. 


In order to reverse the trend and given the renewed thrust on hydropower 
by the Government, NHPC has drawn up a massive capacity addition plan 
in hydro sector up to 201 7. 


— advertorial 
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. All Fall Down! (Billion KRW) 
Samsung’s operating profits 
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woman at Samsung reportedly remarked 
that the company has no such plans of cut- 
ting costs like how Nokia did, since it 
would be hard for the company to control 
quality. “Our basic business approach is 
clear: We won't compromise profits for the 
sake of a bigger market share. Even in the 
entry markets, our focus will be the pre- 
mium segment”, asserts Kim Woon Sub, 
Samsung’s Executive Vice-President. 

Its not just the mobile sector where 
the company has been feeling the heat. In 
fact, its PC division too is facing tough 
times, hurt by the stubborn brand-centric 
conceit of the company. As the mobile 
market rolled towards low-priced models, 
Samsung’s premium Ultra-Mobile PC 
could not fight with rivals amid low-priced 
laptops. Added to that, the excessive 
power consumption problem of the model 
grossly undermined its cutting-edge mul- 
timedia features. This forced Samsung to 
come out with a low-priced laptop. But 
with the stiff competition, Samsung con- 
tinues to lose ground, which resulted in a 
steep slowdown in revenues by 21.3% in 
Q2’06. 


It’s not all that gloomy 

Despite its recent sluggish perfor- 
mances, there are still some silver lin- 
ings in Samsung’s performance. For in- 
stance, the company’s LCD division has 
shown a tremendous growth in the latest 
second quarter, as it is far ahead of its 
rivals like LG Philips with a sales growth 
of 6% over the previous quarter and 34% 
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up over Q2'05. Commenting on the firm's 
performance, Steven B Fox, Analyst at 
Merrill Lynch, avers, ^While LG Philips 
will likely be selling out of inventory dur- 
ing the third quarter, Samsung does not 
appear to be having similar issues and a 
double-digit sequential increase in glass 
demand appears likely from this impor- 
tant corning customer" to Associated 
Press. He also expects Samsung sales 
to grow by 12-15% in the third quarter. 
While the demand for the CRT TV was 
expected to go up during the World Cup 
Soccer, it was actually the large screen 
TVs on which Samsung focused, and the 
strategy paid off well. Not only in the 
LCD division, it has also excelled in the 
semiconductor business, clocking a 
growth of 28% in revenues during FY'05 
over the last fiscal, besides moving from 
5^ place to 4^ in China's semiconductor 
suppliers’ ranking. Apart from these di- 
visions, Samsung has surpassed rivals 
in key areas like flash memory, DRAM 
memory, and processors for mobile gad- 
gets. 


Doing a balancing act 
Samsung is aware of the potentiality of 
emerging markets like India, which is 
the world's fastest-growing wireless ser- 
vices market. However, it doesn't want to 
give into the popular demand of moving 
into low-cost segment, as it still believes 
its "high-end" strategy can deliver. 
What can further explain Samsung's 
line of reasoning is the fact that the 
company's marketing strategy is focused 


It's a Roller Coaster Ride 
Samsung's stock price (Korean WON) 
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only on upwardly mobile customers of 
emerging market where it expects the 
consumers to swap their old handsets for 
flashier models. For instance, Sutikshan 
Naithani, Samsung India's Vice-Presi- 
dent (Sales & Marketing), says, "Around 
half of the phones now sold in big cities 
such as Delhi and Mumbai are to cus- 
tomers upgrading from older, less fash- 
ionable models." As a part of this strat- 
egy, the company has discontinued its 
cheaper monochrome-screen models and 
is maintaining handset prices in the up- 
per range of Rs. 8,000 to Rs. 22,000. 

And its innovation machine never 
stops to crank, churning out one model 
after another, matching and even beat- 
ing rivals' pace of launch, model by 
model. Recently, the company launched 
Samsung X820 model, which it claims to 
be the world's thinnest handset, with 
just 6.9 mm thickness, and promises to 
pose significant challenges to the 14 mm 
thick Motorola's RAZR. More such inno- 
vative models are in the pipeline. Soon, 
the firm will be launching the clamshell 
D830, a 9.9 mm-thick magnesium body 
in Asia and Europe and the D900 slider 
phone that is 12.9 mm thick. In Europe, 
itis planning to launch a new slim smart 
phone with a QWERTY keypad, the 
SGH-i320, to compete with Motorola’s Q. 
The ultra-slim series like Ultra Edition 
9.9 (D830), 6.9 (X820) and 12.9 (D900) 
are going to hit Indian market soon. HC 
Ryu, Managing Director, Samsung India, 
said, "India is a very critical market for 
Samsung and the launch of The Ultra 
Slim Series in India is a testimony to our 
commitment to meet the growing aspira- 
tions of consumers for sleek phones that 
accentuate their personality without 
compromising on premium multimedia 
capabilities." 

Yet skeptics say that there is no cer- 
tainty that these top-end models would 
turn into money-churners, as the volume 
would be less in this category. Certainly, 
this would mean Samsung would have to 
do a balancing act, if it wants to rule the 
emerging markets. /^ 

Amit Singh Sisodiya 
and Madhuparna Chakraborty 
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The proposed merger of NYSE-Euronext to create the world's first 
transatlantic stock exchange marks the beginning of the global stock market 


consolidation frenzy. 








A partnership with Euronext fulfills 
our shared vision of building a truly global 
marketplace with great breadth of product 
and geographic reach that will benefit all 
investors, issuers, and our shareholders 
and stakeholders. 

— John Thain, CEO, NYSE Group, 


in a conference call with analysts 


othing exemplifies the persever- 
ance of Thain, CEO of NYSE 
Group, than his triumph in re- 
viving the oldest and largest fledgling 
behemoth of the US in a short span of 
time and his further endeavors to 


gear it up to create the world's first trans- 


atlantic stock exchange. His 
vision to transform NYSE into a truly 
global marketplace could soon 


become a reality after the completion of 
the merger between NYSE and 
Euronext. 

On June 2, 2006, NYSE inked a for- 
mal pact to acquire pan-European stock 
exchange "Euronext" for around $10 bn. 
The combined market capitalization of 
the merged entity accounts for around 
$20 bn, which is far more than that ofthe 
next four biggest stock exchanges com- 
bined figure. The proposed transatlantic 
merger reinforces the growing interest 
among stock exchanges in the global con- 
solidation drive. 


Modernizing NYSE 

NYSE’s history dates back to 1792, when 
an agreement to trade securities was 
signed by 24 brokers under a tree in Man- 
hattan. Since then, it has surpassed 


A Transatlantic Bourse in the Making 


many milestones to set new records to 
become the world's oldest and largest 
stock exchange by dollar volume. It had 
been regarded as America's most presti- 
gious stock exchange in which some of the 
world's largest corporations like General 
Motors and Wal-Mart are listed. 

Nevertheless, its reputation 
dwindled during 2003 with the contro- 
versial ouster of the then-Chairman and 
CEO Richard A Grasso, due to his pay 
fiasco. Its name was further tarnished 
with the series of scandals involving spe- 
cialist firms which were alleged to have 
defrauded the traders. These specialist 
firms usually maintain order and bring 
together buyers and sellers and finalize 
the deal by the open outcry auction sys- 
tem, which NYSE had been following for 
more than 200 years. However, with the 
involvement of specialists in scandals, 
this human element, which was the 
uniqueness of NYSE, turned out to be its 
shortcoming. 

Along with these internal issues, 
NYSE was also confronted with external 
challenges during that time. It started 
losing its market share to the technologi- 
cally advanced Electronic Communica- 
tions Networks (ECNs). Regulation 
NMS, a new, improved trade-through 
rule that mandates best price and fast 
quotations for US equities trading, be- 
came a serious threat to NYSE, as it had 
been accommodating just the traditional 
floor trading system for many decades. 
At this juncture, John Thain became the 
CEO of NYSE, and he was successful in 
turning around the struggling giant. 

Under his leadership, NYSE com- 
pleted a reverse merger with Archi- 
pelago, one of the biggest electronic trad- 
ing operators, to form NYSE Group. This 
served the dual purposes of NYSE to go 
public and also to go electronic. This un- 
precedented move ushered in a new era 
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international Finance 


INTERVIEW 


| think the NYSE-Euronext merger has the potential for full shareholder approval and commercial success. 


What are the mofives behind NYSE’s move to merge 
with Euronext to create the first transatlantic stock ex- 
change? Why has this merger been so easy when com- 
pared to other transatlantic merger attempts? 

A common, cross-Atlantic trading system offers 
the potential for what I describe by the acronym 
“SEC”. These three letters stand for Scale/Scope, 
Externalities, and Customers. First, “scale” rep- 
resents economies of scale. The NYSE-Euronext 
merger can reap the benefits of larger size be- 
cause its fixed costs can now be spread over a 
greater trading volume. Besides economies of 
scale, there are also economies of scope which can 
expand the merged entity's product set, so that it can trade 
“side-by-side” various different types of assets such as stocks, 
options, and even bonds. There’s an economic incentive for 
exchanges to get together just to realize economies of scale 
and scope. One of the benefits of an NYSE deal with Euronext 
is that the NYSE would have access to a thriving derivatives 
market in the LIFFE market in London. 

Second, if a merger fits the criteria of satisfying scale econo- 
mies and scope ecenomies, it can also create positive “exter- 
nalities” by creating benefits that extend beyond those cre- 
ated by current users of the NYSE and Euronext markets. For 
example, the merger could create a liquidity pool that is more 
than the sum of the two merged parts. By bringing together 
Euronext and NYSE volume and realizing economies of scale 


Prof. Michael Pagano 
Villanova University, PA 





and scope, the resulting trading volume can be 
much greater than the sum of the two exchanges’ 
current volume, because a bigger pool of liquidity 
typically attracts large, active traders. 

Lastly, the above benefits associated with posi- 
tive externalities and economies of scale and 
scope can only be achieved if they satisfy the cus- 
tomers' growing demand to trade faster, 
cheaper, globally, and across more asset classes. 
I think the NYSE-Euronext merger has the po- 
tential for full shareholder approval and com- 
mercial success because it does address these 
important customer needs. 


What difference would the investor find as a result of this merger? 

By combining the two market centers, the merged entity of 
NYSE-Euronext can create a deeper *virtual liquidity pool" 
which holds the potential for electronic access by customers 
nearly 24 hours a day. This deeper level of liquidity, in turn, 
lowers overall trading costs because of the economies of scale 
noted above and because traders will be able to trade in 
larger quantities without distorting market prices. Also, the 
ability to trade options and equities on one platform holds 
the potential for new, more cost-effective trading and hedg- ` 
ing strategies for investors. 


Does the proposed merger involve merging of both the exchanges’ 
trading platforms and clearing houses to benefit to the traders? 


in the 214-year-old history of NYSE, 
where it transformed itself from a pri- 
vate, non-profit organization into a pub- 
lic and for-profit exchange which will 
have greater implications for corporate 
governance and transparency. This move 
marked the beginning of adopting elec- 
tronic trading system as well as the 
gradual extinction of the floor-based 
zrading system in NYSE. 


Urge to merge 

[n a further aggressive move, Thain pro- 
posed a 50:50 merger with pan-Euro- 
pean exchange called Euronext to form 
the worlc's first transatlantic exchange. 
David Easthope, Analyst, securities and 
investments practice at Celent, an mter- 
national research and consulting firm, 
opines, “While hubris cannot be ignored, 
the potential to be a multi-asset class, 
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transatlantic exchange is quite compel- 
ling. Business is very good for the NYSE 
currently and, as a publicly traded firm, 
the NYSE has pressure to seek out 
growth opportunities and justify such a 
high valuation." Euronext is Europe's 
second-largest stock exchange, only next 
to London Stock Exchange. It is also the 
first multinational stock exchange in 
Europe which offers services for cash 
markets in Belgium, France, the Nether- 
lands, and Portugal, and services for de- 
rivatives markets in the UK. Its deriva- 
tives market (LIFFE) is the largest in 
the UK and second largest derivatives 
exchange in the world after the Chicago 
Mercantile Exchange. 

The merger was proposed by NYSE 
on May 22, 2006, at $10.2 bn by outbid- 
ding a rival offer from Germany's 
Deutsche Bórse. On June 2, NYSE and 


Euronext formally signed an agreement 
for the merger and the exchange is likely 
to be launched in the next six months, 
following the shareholders' and regula- 
tors' approval. The merged entity will be 
named NYSE-Euronext, with its US 
headquarters in New York, interna- 
tional headquarters in Paris and 
Amsterdam, and its derivatives busi- 
ness in London. John Thain would be 
the chief executive of the combined 
group, while Jean-Francois Théodore 
(CEO, Euronext) would head the Euro- 
pean operations. 

NYSE-Euronext would be the world's 
largest and most liquid securities mar- 
ketplace, with a combined market capi- 
talization of around $20 bn. The new en- 
tity will handle about $2.1 tn in stock 
trades a month which is double the size 
of its archrival Nasdaq. As per the terms 


C 


NYSE-Euronext 
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No, as I understand it, the clearing and settlement systems 
will remain independent after the merger. Also, in the US, 
the clearing and settlement systems are not directly con- 
trolled by the NYSE and it is unlikely that there will be any 
such arrangement in the future. In Europe, it appears there 
is a greater need to unify clearing and settlement systems 
across nations but this will most likely take some time be- 
fore it is fully sorted out. | 


What are the expected merger synergies that NYSE can reap out of 
this deal? 

As noted earlier, the “SEC” concept suggests that the 
NYSE might be able to benefit by, for example, trading 
European stocks and derivatives during US trading 
hours (and vice versa for Euronext's ability to trade US 
securities in Europe). In addition, an increase in trading 
volume can improve profit margins by realizing econo- 
mies of scale. Increased economies of scope might also 
attract more active, large investors such as hedge funds 
and growth-oriented mutual funds which want to trade 
simultaneously in multiple asset classes. Thus, the 
merged entity's profitability and overall revenue might 
increase substantially if they can provide a trading sys- 
tem that serves customer needs in a new and more effi- 
cient manner.. 


What would be the national market regulatory implications on the 
merged entity? Under whose jurisdictions would the merged entity 
operate? 

Currently, both the US and European regulators have 
agreed to regulate their own respective markets within 
the NYSE-Euronext “umbrella”. For example, the Secu- 


rities and Exchange Commission will regulate the US 
equity markets operated by the NYSE, while five differ- 
ent sets of regulators will continue to regulate 
Euronext's operations in Paris, Brussels, Lisbon, 
Amsterdam, and London. Given Euronext's past success 
at managing five regulators, I think the merged entity 
has a good chance of accommodating the addition of the 
SEC as a sixth regulator. 


Do you expect more consolidation moves to follow? If so, what are 
the driving forces that urge the consolidation of the global stock 
markets? 

Yes, the "SEC" concept applies to all market centers 
around the world because the customers of securities ex- 
changes are increasingly interested in trading not only 
across asset classes but also across the globe. Thus, “SEC” 
is a global phenomenon that every market center needs to 
take seriously. In 5-10 years, we might have a very different 
competitive landscape than we have today as trading activ- 
ity consolidates. For example, by 2015, there may be only 
two major players in Europe, two major players in the US, 
and may be two or three in Asia. 

At the end of the day, there may only be a handful—8 to 10 
major trading venues —in the entire world. In addition, there 
will always be some regional exchanges that are part of big- 
ger alliances with one or more of these major trading venues. 
However, it will become increasingly difficult for a smaller, 
regional exchange to remain disconnected from this growing 
global network of major trading centers. The ultimate goal 
for all these trading venues is to respond to customer needs 


' by being able to trade equities, fixed-income, and derivatives 


together. 


of the deal, each NYSE share will be con- 
verted into one share of NYSE Euronext 
common stock in the merged entity. 
Euronext shareholders can also ex- 
ehange each of their shares for 0.98 
shares of NYSE Euronext stock and 
21.32 (£14.60) in cash. There will be a 
single holding company called NYSE- 
Euronext with bourses in the US and 
Europe which will be regulated by the re- 
spective regulators. David Easthope 
said, “The regulators have made it clear 
that where the securities are listed will 
determine jurisdiction, i.e., so that 
Sarbanes-Oxley would not apply to com- 
panies listed on Euronext. The merged 
entity would thus operate under mul- 
tiple jurisdictions, and I imagine the ul- 
timate structure would be a single hold- 
ing company but separately regulated 
exchanges." 


Consolidation synergies 

With the intensifying competition 
among the stock markets across the 
globe, the pressure to cut costs has also 
increased. This makes it compelling for 
all the stock exchanges to opt for consoli- 
dation and thereby reap the economies of 
scale. Though there is a strong inclina- 
tion towards regional consolidation, ef- 
forts towards global consolidation are 
also increasingly gaining prominence. In- 
deed, NYSE's archrival and US-based 
Nasdaq has made a few unsuccessful ef- 
forts of consolidation with UK-based 
LSE to form a transatlantic stock ex- 
change. However, due to the stiff resis- 
tance from LSE, it could only end up in- 
creasing its stake to 25% in LSE. NYSE, 
which recently became public by acquir- 
ing Archipelago, is in the meanwhile 
gearing up to fulfill its dream of creating 


the world's first global marketplace by 
merging with Euronext. 

If approved, the merged entity can 
benefit from a slew of synergies. It can 
lure the international companies who 
are currently resistant to list in the US 
stock exchanges because of the stringent 
corporate governance norms, which were 
introduced after the series of accounting 
scandals in 2001. The entity can create a 
single platform of multiple asset classes 
like stocks, options, futures, commodi- 
ties and corporate bonds across both the 
continents. It would also offer more com- 
fort to the traders by allowing up to 12 
trading hours per day. The merger can 
also help NYSE in offering derivatives 
exposure to its clients along with equi- 
ties. Though NYSE Arca has a deriva- 
tives trading platform, NYSE clients do 
not have exposure to it. The merger with 
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| believe the trading operations will be stand-alone for quite some time, sa te bist Slee DE 


What are the motives behind NYSE's move to merge with 
Euronext tc create the first transatlantic stock exchange? 
Why has this merger been so easy when compared to 
other transatlantic merger attempts? 

While hubris cannot be ignored, the potential to 
be a multi-asset class transatlamtic exchange is 
quite compelling. Business is very good for the 
NYSE currently and, as a publicly traded firm, 
the NYSE has pressure to seek out growth oppor- 
tunities and justify such a high valuation. 

What difference woulc the investor find as a result of this 
merger? 

Ithink the average investor would be very excited 
by the growth potential outside the US. Currently, NYX inves- 
tors are limited to the growth or Arca and other asset classes 
traded at NYSE: with Euronext, a whole new market opens up. 


Does the proposed merger involve merging of both the exchanges’ 
trading platforms and clearing houses to benefit the traders? 

I believe the trading operations will be stand-alone for quite 
some time, so the impact will not be very immediate. Addi- 
tionally, given European regulations I don't see any changes 
in clearing mechanisms, as clearing depends on geography. 
Thus, I don’t see much impact on trading right now. 


What are the expected merger synergies that NYSE can reap out of this 

deal? 

The most obvious motives are the following: 

s» Revenue synergies: Driven by trading hours, addi- 
tional listings, derivatives trading (currently only Arca 
has options), new transatlantic indices, and additional 
demand to trade US equities in euros; 

= Expense synergies: Driven by consolidation of sys- 
tems and data centers, including the NYSE floor, Arca, 


David Easthope 
Analyst, Securities and 
Investments Practice, Celent 





PCX options—PCX/Liffe integration being a 
major factor. 

However, we believe the estimates of syner- 
gies by NYSE are optimistic in both categories, 
though we understand the logic. 


What would be the national market regulatory implications 
on the merged entity? Under whose jurisdictions would the 
merged entity operate? 

The regulators have made it clear that jurisdic- 
tion will be determined where the securities are 
listed so that Sarbanes-Oxley would not apply to 
companies listed on Euronext. The merged entity 
would, thus, operate under multiple jurisdictions; 
and I imagine the ultimate structure would be a single hold- 
ing company, but separately regulated exchanges. - | 


Do you expect more consolidation moves to follow? If so, what are the 
driving forces that urge the consolidation of the global stock markets? 
Yes. But more within geographic regions rather than transat- 
lantic; though Nasdaq-LSE is obviously a possibility. Driving 
forces include: : 

a Appetite for more listings business (LSE has outpaced 
NYSE for the first time ever); 

» Competition in core markets. In other words, Nasdaq and 
NYSE are at each other's throats with respect to listed 
trading, so growth potential outside the US is critical. The 
European market is undergoing a major transformation, 
which offers potential for exchanges to benefit; 

= Desire to trade multiple asset classes on a single platform 
may also spur consolidation (NYSE was excited to move 
deeper into derivatives through Euronext/Liffe); 

» And, finally, high valuations and a strong stock (like cur- 
rency) is driving consolidation. 


Euronext can thus greatly aid NYSE in 
adding derivatives arm to its current 
platform. It has also been estimated 
that the merger will generate cost sav- 
ings of $375 mn. Traders can reap econo- 
mies of scale by way of lower trading 
costs. They will be further benefitted by 
the increasing trading volume which in 
turn will help in improving the liquidity 
and thus help in effective price discovery. 
Outlook 

Leading stock exchanges across the globe 


are buzzing with big plans to consolidate 
either domestically or internationally to 
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capture a major share of stock business 
and emerge as global leaders. LSE, 
Nasdaq, Deustche Bórse, NYSE, 
Toronto Stock Exchange, OMX, Euronext 
are all scrambling to consolidate in any 
of the possible ways. However, NYSE- 
Euronext merger, if approved, would cre- 
ate the world's largest securities market- 
place. The success of the merger is sub- 
ject to the effective integration of the 
trading platforms. 

There are talks that NYSE and 
Euronext are persuading the Italian 
stock exchange, Borsa Italiana, to join 
hands with them. John Thain is also not 


ruling out the possibility of a fresh bid for 
LSE. Nevertheless, this may be a diffi- 
cult task to accomplish, with Nasdaq 
having 25% stake in LSE and power to 
impede any rival bids. However, NYSE 
has many other options to consolidate 
further and compete aggressively with 
its rivals. Going by the philosophy of big- 
ger is better; it is likely that a successful 
NYSE-Euronext merger will further 
heat up the global consolidation drive. ʻa 


D Satish 
and Y Bala Bharathi 
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Pan-European Securities Trading 


Towards a Unified Market 





By creating a unified securities trading environment across the continent, 
officials in EU hope to reduce cross-border securities transaction costs. 





fter being a successful monetary 

union, EU is moving towards be- 

a financial union. As a step in 

that direction, authorities in the Euro- 
pean Union are keen to remove all the 
hurdles in creating a seamless securi- 
ties trading environment across the con- 
tinent. Cross-border share transactions 
in Europe remain complex and frag- 
mented resulting in inefficiencies and 
huge costs. According to experts, costs 
involved in cross-border clearing and 
settlement are six times higher com- 
pared to domestic clearing and settle- 
ment, placing cross-border investments 
at a disadvantage to domestic invest- 
ments. Also, Europe's financial ex- 
changes follow a multitude of models for 
clearing and settlement, making cross- 
border securities trading even more 
cumbersome. Given the public focus on 
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trading system consolidation, it was 
also recognized that settlement system 
consolidation would result in vastly 
greater savings in trading costs and, 
therefore, cost of equity capital to Euro- 
pean firms. Hence, the need is felt 
among European officials to remove 
these barriers and create a safe and effi- 
cient securities clearing and settlement 
environment to supplement the integra- 
tion, competitiveness and proper func- 
tioning of the European capital market. 


A “Market-led” approach 

At present, there are around 40 public 
bodies in Europe that deal with mar- 
ket regulations. Companies that wish 
to raise cross-border capital are not 
only subject to a number of regulatory 
barriers but are also expending heavy 
cost and time. Further, the market is 


largely fragmented with the existence 
of a number of clearing and settlement 
systems. Such roadblocks severely 
limit the development and prolifera- 
tion of European capital market. Ex- 
perts say that the need of the hour is to 
reduce regulatory arbitrage and have a 
much leaner Europe-wide regulation 
system coupled with strict enforce- 
ment. Further, with increased atten- 
tion towards bourse consolidation, a 
pan-European regulation will help the 
industry by providing compatibility. 
Such regulations will facilitate unifor- 
mity, consistency, and transparency for 
all the players. For example, one such 
benefit is that listed companies can re- 
port their financial statements on a 
comparable basis, leading to effective 
exchange of reliable information. 

However, Charlie McCreevy, EU's 
internal-market commissioner and the 
key person behind the idea of pan-Euro- 
pean clearing and settlement, advo- 
cates a market-led approach. Before 
imposing strict regulations, he wants 
the exchanges themselves to find ways 
to cut costs and make the operations 
more transparent. In one of the inter- 
views, he said that the next six months 
are very crucial; indicating, that is, if the 
industry fails to arrive at consensus 
during this time, the government's in- 
tervention will have to be forced upon. 
At the same time, he categorically said, 
the choice of official regulation would be 
the last resort. While many countries 
favor the commissioner's initiative, few 
nations like France are skeptical about 
his approach. Why should McCreevy 
wait for the industry to take initiative 
and run the risk of falling by the wayside 
when he could simply force the ex- 
changes to stick to his timetable? 

The commissioner's reluctance for 
a regulation illustrates his objective 


Pan-European Securities Trading 
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to encourage the industry for self-im- 
provement than to terrify it into sub- 
mission. Also, enforcement of regula- 
tions is often hard to achieve in real- 
ity. McCreevy’s decision to let the 
market arrive at the solution than to 
impose legislation has been wel- 
comed by experts. Changes already 
underway are promising to bring 
sweeping reforms to the market. 
Market participants are coming for- 
ward to discuss the ways and means 
of repairing Europe's costly cross- 
border clearing and settlement pro- 
cesses that underpin European mar- 
kets. While many of them are backing 
the creation of a unified clearing and 
settlement for EU as it can result in 
considerable cost savings and benefit 
the entire European capital market, 
some say that in order to avoid mo- 
nopoly issues, it is better to have at 
least two systems. 


The ECB twist 

Recently, the European Central Bank 
(ECB) announced that it would explore 
the idea of creating its own pan-Euro- 
pean settlement platform. The ECB 
said, ^The objective would be to allow the 
harmonized settlement of securities 
transaction in euros, which are settled in 
central bank money. The idea would be to 
provide a clean interface to the unified 
pan-European large value payment sys- 
tem, Target2, leading to the processing of 
both securities and cash settlement on a 








ul 


Exchange ownership of 
both clearing and 
settlement systems 
represents a significant 
barrier to competition 


on a pan-European 
99 


basis. 
single platform through common proce- 
dures.” 

Although, only few details about 
the proposal have been disclosed, it has 
raised many eyebrows. Experts think 
that it is very unusual for a central 
bank to own such an operation. An ana- 
lyst from Euroclear says, “There are 
still too many unanswered questions 
about the ECB’s proposal to offer a con- 
sidered view on its ability to deliver 
greater settlement efficiencies for Eu- 
rope. The scope, feasibility and cost to 
implement are still very vague”. Many 
feel that the announcement was in- 
tended only to draw the attention of the 
fragmented market towards post- 
trade services. The importance of such 
services has not been given enough at- 
tention in Europe. Market participants 
complain that exchanges lock-in of de- 
positories led to excessive costs for us- 
ers. Owing to a similar criticism, 
LCH.Clearnet had to bid goodbye to its 
Chief Executive David Hardy, recently, 
for not delivering the promised cost- 
savings. 

If the ECB’s announcement is just 
to highlight the importance of post- 
trade services, then McCreevy will be 
applauding the announcement. Mean- 
while, it will be interesting to see how 
the securities market rises up to the 
expectations of McCreevy. The Federa- 
tion of European Stock Exchanges 
(FESE) has extended its support to a 
“code of practice” covering price trans- 
parency, interoperability and separate 
accounting of the main clearing and 
settlement activities and also service 
price unbundling. To succeed, the in- 
dustry needs to agree on clear defini- 
tions through a consultative, collabora- 





tive and transparent process so that it 
will gain support from regulators as 
well as users. Also, implementation 
and monitoring by an independent 
body is necessary. Probably, Europe 
can draw a lesson or two from America, 
which has cheaper, unified share-clear- 
ing operations that benefit from scale. 
But Europe has to be cautious in this; 
for, the Americans are guided by regu- 
lations at all stages, unlike what 
McCreevy envisages for Europe, who is 
looking to protect the investor by charg- 
ing the markets for self-improvement. 


Vertical “Silos” 

Post-trade services like clearing and 
settlement are important elements of 
any capital market. They provide the 
plumbing services by reducing the risk 
and lowering the cost to the market par- 
ticipants. The problem in Europe is that 
exchanges like Deutsche Borse, 
Euronext, and London Stock Exchange 
have ownership stakes in clearing 
houses. For example, while Deutsche 
Borse has ownership in Eurex Clearing 
and LCH.Clearnet is owned by both 
Euronext, which controls 41%, and LSE. 
Deutsche Borse also holds control of 
Clearstream, a settlement platform. 
According to a report by UK Competi- 
tion Commission, exchange ownership 
of both clearing and settlement systems 
represents a significant barrier to com- 
petition on a pan-European basis. Ver- 
tically integrated exchanges, or “silos” 
as they are called, limit the develop- 
ment of European Single Market in two 
ways. First, they prevent the necessary 
consolidation in the highly-fragmented 
clearing and settlement platforms, and 
second, they will prevent exchange com- 
petition by not providing these services 
for other exchanges, thus blocking their 
access to other markets. Therefore, dis- 
mantling of silos will be a priority on the 
single market agenda for Europe. With 
fewer clearing and settlement houses, it 
should be cheaper and easier for all to 
trade cross-border securities. «^ 


D Satish 
and Smitha Deshpande 
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Organic Farming 








Solution to Starvation? 


The organic farming system can satisfy the increasing urge of consumers, 
the world over, to produce residue-free products. It can also raise and 
stabilize the net returns of farmers. 


— C S Murty 


Senior Fellow, Centre for Economic and Social Studies (CESS). 








is article presents a rather skep- 
tical view of the role that organic 
farming can play as a solution to 
India’s food problem. There is no doubt or- 
ganic farming holds certain promises, but 
it can hardly contribute to mitigating star- 
vation in a milieu characterized by a huge 
population which is still growing. The up- 
shot of the analysis here is that biotechnol- 
ogy may score over organic farming as a 
possible prescription towards ensuring 
food security now and in the future. It is 
argued that while both biotechnology and 
organic farming can effect marked im- 
provements in the quality of food, the 
former holds a greater promise in bringing 
about a sustainable increase in physical 
yields at a lower cost than the latter. 
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The promises 

In order to understand the advantages of 
organic farming better, it is first neces- 
sary to know the history of India’s agricul- 
tural developments since mid-1960s. 
Prior to that, primitive practices charac- 
terized by extensive agriculture were in 
vogue, with production being essentially 
subsistence-oriented. Attempts to in- 
crease agricultural yield were based on 
intensive use of labor and other home pro- 
duced inputs. Though the practices in- 
volved little paid-out costs, were ecologi- 
cally-friendly and did not deplete soil fer- 
tility, they did not help in generating 
enough yield per unit of land to feed the 
masses. It was only after the Green Revo- 
lution that inorganic fertilizers, pesti- 


cides and high-yielding varieties of seeds 
were introduced. The seed-fertilizer tech- 
nology (Green Revolution) brought about 
a revolutionary spurt in agricultural pro- 
duction and productivity, albeit in regions 
endowed with irrigation facilities. This 
technology has thus saved the country 
from the ignominy of having to trade sov- 
ereignty for food. It has resulted in a phe- 
nomenal increase in yields per hectare. 
Between 1960 and 2000, based on FAO 
data for all developing countries, wheat 
yields rose by 208%, rice yields by 109% 
and maize yields by 157%. The increased 
supplies of food were not only high enough 
to keep the real food prices in check; but 
they may also have contributed to a fall in 
the prices. 

However, the Green Revolution had its 
share of shortcomings. The technology was 
neutral to scale, but the inputs embodying 
the technology were not accessible in re- 
quired quantity to all farmers alike—in 
short, the access to resources was not scale- 
neutral. The gains were, thus, unevenly dis- 
tributed in any given region, with marginal 
and small farmers benefitting much less 
than large farmers. Displacement of labor 
associated with mechanization of agricul- 
tural operations (necessitated by the need 
to perform them quickly) also meant that 
the hired labor secured no big gains from 
the Green Revolution. With the technology 
largely bypassing the unirrigated regions, 
inter-regional inequalities also arose. 
Thus, the kind of agricultural growth made 
possible by the Green Revolution was a 
great cause for concern. 

There are several other disquieting 
features of the Green Revolution, the 
most important amongst them being its 
non-sustainable nature. For instance, 
even as rice yields nearly doubled between 
1969 and 1999, the growth rate of rice de- 
celerated from 2.7% per year during the 
early Green Revolution period (1967-85) 
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to 1.3% per year during the late Green 
Revolution period (1985-99), under irri- 
gated ecosystem of the country. The use of 
large doses of chemical inputs depleted 
soil fertility, caused soil, water and air 
pollution and degraded the natural re- 
source base. The residues of the inputs 
found their way into foods causing incalcu- 
lable harm to human well-being. 

With the Green Revolution yields 
reaching a plateau in progressive areas, 
the availability of nutritious food, free 
from chemical residues became a far cry. 

It is in this context that organic farm- 
ing assumes importance. It is free from 
some of the shortcemings of traditional 
farming methods and Green Revolution 
technology, even as it encompasses in its 
fold their virtues. Organic farming derives 
its basic legitimacy from the way it seeks 
to accomplish the goal of meeting theever- 
growing food demand; that is, without en- 
dangering the environment, depleting soil 
quality, damaging ecological balance, or 
harming the people. This farming system, 
unlike primitive agriculture, is rooted in 
intensive cultivation. Under this system, 
farmers produce not only for their subsis- 
tence (as under the traditional system), 
but also for the market, as has been the 
practice during the Green Revolution. 
Thus, it is quite capable of meeting the 
food needs of a growing population. It em- 
ploys home-produced, low-cost, organic, 
biological and often renewable and harm- 
less inputs instead of external, factory- 
produced (and even imported) inorganic 
chemical :nputs that draw upon non-re- 
newable resources used under Green 
Revolution technology. It can satisfy the 
increasing craving of consumers for resi- 
due-free products the world over. It can 
also raise and stabilize net returns of 
farmers. It is also eminently suitable for 
adoption by the large majority of small 
and marginal cultivators who constitute 
the bulk of our farming population. Or- 
ganic farming appears to be one sure way 
of making the Green Revolution evergreen 
and ensuring that agricultural growth 
never tapers off. 


The problems 
The promises of organic farming enunci- 
ated above should be viewed in conjunc- 
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tion with the perils that go with it. There 
is overriding evidence to demonstrate 
that organic farming heavily increases 
unit costs of products. So much so that 
the health benefits that these products of 
nutritive value confer on consumers 
would remain confined to those who can 
afford to buy them; namely, the rich. As 
the rich, by definition, are a small minor- 
ity, one of the important aims in taking 
to organic farming methods—an equi- 
table distribution of residue-free food 
among consumers of all classes— would 
belost. Next, the efficacy of organic farm- 
ing in enhancing total production and 
yield per hectare in the short-run is in 
serious doubt. When the system fails to 
provide adequate food security to the 
population for want of adequate sup- 
plies, its capacity to make a dent in the 
malnutrition of the masses would also 
be in jeopardy. 

Even the proposition that products of 
the organic farming system will readily 
find acceptability among the rich is 
doubtful, unless appropriate policies 
and procedures are followed to make con- 
sumers confide in the claim of producers 
that the products cffered for sale are re- 
ally the ones coming from organic farm- 
ing. It is extremely difficult to legislate 
and implement policies of the type in 
poor democracies such as ours. 

Organic farming system is undoubt- 
edly the most ideal food production op- 
tion, as we strive for sustainable devel- 
opment, food security, poverty reduction 
and mitigating malnutrition. 

However, as of now, it is not a viable 
proposition, if not a utopian notion as 
against biotechnology, which seems a 
better solution for the nation. 


Biotechnology — An answer to 
hunger and malnutrition 
The advantages of biotechnology abound, 
but it has its share of disadvantages as 
well. We highlight below some of the pros 
and cons and view them in conjunction 
with the benefits and dangers of organic 
farming while attempting to present a 
case for biotechnology. 

Biotechnology seems to have the po- 
tential to increase agricultural productiv- 
ity through intensification, rather than 


exploitation of additional resources. It is 
likely to use natural resources most effi- 
ciently and repair the past damage to eco- 
systems. Biotechnology methods contrib- 
ute to an increase in productivity because 
of the tolerance of genetically produced 
seeds to pests and diseases. However, it 
may lead to instability in crop production. 
While the use of both fertilizers and pesti- 
cides is central to the Green Revolution, 
biotechnology makes little demands on 
these fronts. As a result, farmers can save 
on the costs accruing from pesticide use. 
This, together with the possibility that 
the technology will benefit even relatively 
less endowed regions (unlike Green Revo- 
lution technology), means that consumers 
can access residue-free nutrient-rich foods 
at reduced prices. 

However, there are serious concerns 
being voiced about biotechnology. Its 
spread is still grossly limited to a few 
crops and regions. It is yet to be viewed by 
farmers as a feasible alternative to the 
risk-prone and expensive agricultural 
methods currently in practice. Even 
though the technology is meant to benefit 
farmers in general, not every farmer 
stands to gain. The technology is highly 
knowledge- and skill-intensive and, 
therefore, is unlikely to be scale-neutral, 
despite claims to the contrary. Geneti- 
cally modified seeds, which are central to 
the technology, have become the domain 
of multinational corporations. Conse- 
quently, farmers may get exposed to the 
vicissitudes of the corporations and end 
up with little net gain in their incomes. 

When we pit organic farming against 
biotechnology, the latter seems to edge out 
the former. This may not be so much with 
reference to its potential to effect a sustain- 
able growth in agricultural productivity in 
the long-run, as much as in its ability to 
secure a spurt in growth in the short-run 
and in its capacity to provide an enduring 
supply of agricultural products at prices 
that best suit the interests of the poor as 
well. For biotechnology to benefit the poor 
amongst the farmers and consumers, it is 
imperative that the public sector pur- 
chases the right to use private sector tech- 
nology on behalf of the poor farmers. '? 
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Empowering Farmers 


Organic farming is the need of the hour for sustainability of agriculture 
amidst growing health consciousness and environmental concerns. 





meet the increasing demand for 

food, the farming community has 

been resorting to intensive culti- 

vation practices with the help of fertiliz- 
ers, pesticides and other external means 
to enhance food production. Though these 
have helped to increase farm output to 
some extent, they are more than respon- 
sible for the contamination of soil, water, 
and the environment in general. In the 
process, the farming community has been 
witnessing a slow degradation of healthy 
soil and this finally led to a decrease in the 
yield. On the other hand, the increasing 
awareness of health hazards caused by 
agrochemicals has brought a major shift 
in consumer preferences, especially in de- 
veloped countries. They are increasingly 
shifting towards organic food, which is 
considered secure and hazard-free. More- 
over, there are environmental concerns 
like the need to sustain farm production 
and improve soil fertility. Against this 


background, organic farming has become 
an increasingly important segment of the 
agriculture sector of many countries. 
Organic farming is a system that de- 
pends on ecosystem management rather 
than external methods for increasing agri- 
cultural production. It protects the environ- 
ment and the community by excluding syn- 
thetic fertilizers and pesticides and Geneti- 
cally Modified Organisms (GMOs). These 
inputs are replaced with accurate manage- 
ment practices by taking into account re- 
gional conditions to boost soil fertility and 
prevent pests and diseases in the long run. 
According to the Food and Agriculture Orga- 
nization (FAO), “Organic agriculture is a 
holistic production management system 
which promotes and enhances the health of 
the agro-ecosystem, including biodiversity, 
biological cycles, and soil biological activity. 
Organic production systems are based on 
specific and precise standards of production 
which aim at achieving optimal agro-eco- 


systems which are socially, ecologically and 
economically sustainable." Going by these 
benefits, over 130 countries produce certi- 
fied organic products in commercial quanti- 
ties. The share of agricultural land contin- 
ues to grow not only in the major markets 
like Europe and North America but also in 
many other developing countries. 


The road to growth 
Amidst growing health consciousness, en- 
vironmental concerns and food security 
the demand for organic food is steadily in- 
creasing in both developed and developing 
countries with an annual growth rate of 
20-25%. According to the London-based 
Organic Monitor report, in 2005, the high- 
est growth rate in organic food sales was 
recorded in North America, whereas most 
West European countries registered a low 
growth rate of 5%. However, the Asia-Pa- 
cific region, Latin America and Eastern 
Europe showed a high percentage growth. 
The European market is the largest 
single market after the US for organic 
foods, while Germany remained the 
leader in Europe. The report says, “The 
extension of the range of organic products 
offered by the retail trade and the opening 
of more organic supermarkets will also 
ensure regular growth throughout Europe 
in the coming years." The market for or- 
ganic products is expected to grow up to 
$102 bn by 2020. The demand for organic 
food is also increasing in several develop- 
ing countries, including India, and is cre- 
ating export opportunities for the develop- 
ing world. Organic farming is being prac- 
ticed in most of the countries in the world 
and its share in agricultural land and 
farming is also steadily increasing. 
Improper use of fertilizers and pesti- 
cides has a negative effect on agriculture, 
especially fruits and vegetables, drinking 
water, health, nutrition, and the environ- 
ment as a whole. Besides leading to ni- 
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trate enrichment in ground waters, river 
waters and release of nitrous oxide and 
ammonia into the atmosphere, it leads to 
acid rain and depletion of the ozone layer. 
These effects have typically been ob- 
served in the US, the European Union, 
Canada, Australia, ete. 


Organic vs. Conventional farming 
Certified organic products are more expen- 
sive than their conventional counterparts, 
and their supply is nowhere near the de- 
mand. Moreover, their production cost is 
very high because of labor-intensive in- 
puts. The post-harvest handling of rela- 
tively small quantities of organic foods re- 
sults in higher costs particularly for pro- 
cessing and transportation. In short, 
achieving economies of scale is very diffi- 
cult. On the marketing and distribution 
front, as the volume of organic food produc- 
tion is very less, it leads to relative ineffi- 
ciencies and higher costs. 

While organic farming has been found 
to be more profitable and productiwe in 
small farm holdings, conventional farming 
gives better results in the case of bigger 
farm holdings to enhance crop production. 
However, there are several adverse effects 
associated with conventional farming. The 
organically cultivated soil has appreciably 
superior organic matter content, thicker 
topsoil, higher polysaccharide content, 
lower modulus of rupture and less sail ero- 
sion than the conventionally cultivated 
soil. Hence, in the long-term, organic farm- 
ing is more efficient than conventional 
farming in reducing soil erosion and, canse- 
quently, ir. maintaining soil productivity. 

Besides, organic farming provides 
more employment to rural people through 
replacement of costly chemical inputs with 
composting, weeding and intercropping. 
The farmers don't need to buy costly fertil- 
izers, pesticides and herbicides that. were 
normally used in conventional farming. 
Organic farming also symbolizes a new- 
fangled opportunity for small farmers who 
lack the resources (fertilizers and pesti- 
cides) to do conventional farming. 

Global hunger and poverty are the fo- 
cal issues behind organic farming. Culti- 
vation by means of organic farming is the 
foremost solut:on to eradicate global star- 
vation. Professor Jules Pretty, Director of 
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the Center for Environment and Society 
at the University of Essex, says, “So many 
examples from around the world of in- 
crease in the yield, when farmers replaced 
synthetic chemicals and shifted to or- 
ganic/sustainable methods." He further 
adds, “Farmers are finding that they can 
cut their inputs of costly pesticides and 
fertilizers substantially, varying from 20 
to 80%, and be financially better off. 
Yields do fall, to begin with (by 10 to 15%, 
typically), but there is compelling evi- 
dence that they soon rise and go on in- 
creasing. For example, in the US, top 
quarter of sustainable agriculture farm- 
ers now have higher yields than conven- 
tional farmers, as well as a much lower 
negative impact on the environment." It 
is a feasible solution to avert global star- 
vation since it augments yields, entails 
only low inputs that are cost-effective 
and affordable because it does not re- 
quire any expensive technical invest- 
ment and it provides further employ- 
ment in rural areas, which helps to re- 
duce urban migration. 


The 

Despite all the benefits of organic farm- 
ing, there are a few challenges that are 
needed to be addressed. Organically pro- 
duced food is costlier by at least 25%, 
which is more than conventionally pro- 
duced food. PD Sharma, Assistant Direc- 
tor General, Natural Resource Manage- 
ment, ICAR, says, "Organic farming can- 
not be practiced on a large scale as we 
simply don't have the resources. We don't 
have enough natural inputs like manure, 
fertilizers, compost, etc". Only in rain-fed 
conditions and small-size land holdings 
can organic farming bestow good results: 
In the case of intensive farming systems 
and irrigated conditions it bestows dis- 
tressing results. Lack of information is 
also observed as a major obstacle. Sup- 
port from institutions to farmers in devel- 
oping countries during pre-production, 
production, post-production and market- 
ing process is also observed as a major 
obstacle. At present, organic farming in 
India is being practiced in only 0.03% of 
its total cultivable land of around 40,000 
hectares. It's only now that farmers have 
started using the method of organic farm- 


ing. However, organic farming remains 
largely unorganized as farmers require 
more scientific knowledge, management 
and certification systems. 


India's potential 
Experts say that the development of or- 
ganic agriculture in the developing coun- 
tries like India was induced by the fre- 
quent demand for such foods by the indus- 
trial countries. However, India is becom- 
ing independent and is serving the grow- 
ing demand in the country itself. In fact, 
organic farming in India is experiencing a 
real boom and the country has tremen- 
dous potential to grow crops organically 
and emerge as a chief provider of organic 
products in the international market. In 
India, organic farming is a market that is 
demand-oriented; if organic farming is 
properly planned and executed, it will be- 
come an important foreign exchange 
earner and money-spinner for the farm- 
ers. According to experts, “For many 
Indian farmers, the approach seems to of- 
fer a new option for ensuring their liveli- 
hood, as they can reduce production costs 
and, at the same time, gain access to mar- 
kets with better prices for their products." 
However, organic sector in the country is 
still speckled and its development lags 
far behind its actual potential. According 
to official sources, ^The main bottleneck is 
development of markets. While India 
could have a growing share in supplying 
export markets, the Indian domestic mar- 
ket for organic food appears as a ‘sleeping 
giant', which needs to be awakened." 
Organic farming in India needs minute 
attention to market intelligence regarding 
which crops to grow, where to sell, distribu- 
tion channels, competition, market access, 
etc. Pre-harvest prices should be an- 
nounced so that farmers do not face hard- 
ships when the produce is ready. Adopting 
contract farming is also another avenue for 
better results. In order to put up a lucid 
strategy on organic farming and its connec- 
tion with markets, IFAD suggests, “Care- 
fully integrating the private sector to pro- 
vide marketing services, developing farm- 
land communities will be vital to develop- 
ing the organic market. This will help re- 
duce the cost of certification, and improve 
the prospects of marketing." 
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INTERVIEW 


India will not go organic just for the sake of a market alone, but for other reasons. 


— Dr. Tej Partap 
Executive Director, International Competence Centre 
for Organic Agriculture (ICCOA), Bangalore. 


How do you view organic farming and its impact on food security, environment, nutrition, starva- 
tion, poverty and economy, etc.? 

In India, the organic farming movement is spreading among two types of farmers: Under the first 
category come those who picked it up early as organic “Gold Rush” opportunists. These farmers are 
Cultivating organic farming for export as agri business. It is not an important category from this 
question's perspective. The second category of farmers going organic and, in fact, forming the bulk of 
the organic farmers’ movement consists of the small, marginal-land farmers with rain-fed lands. Here 
organic agriculture is making significant contribution and will continue to strengthen the efforts for food 
security. These farmers, somehow, did not benefit from the Green Revolution. As subsistence farmers, 
they grow their own food and organic farming provides them food security. Further, going organic 
can, and will, help improve marginal land productivity over a large area of India. It is a strong alternative 
tool for enhancing contribution (actually maintaining contribution) of agriculture to avoid starvation, 
check poverty and improve economy. The examples in the field show this. 


How will organic farming affect the agricultural sector and how do you differentiate it from 
conventional farming? 

Organic farming is helping farmers cut input costs substantially. Once mainstreamed, it will make a 
major impact on cutting inorganic input supplies, like fertilizers and pesticides. The second largest part 
of farming in India is based on rain-fed farming where the problem of water scarcity for irrigation is very 
acute. Organic farming will help India continue farming marginal rain-fed areas even without irrigation or 
less rains by helping retain moisture, emerging evidence across the country. Organic farming will also 
help in carbon sequestration efforts by small farmers on a large scale. 


In recent years, the global market for organic products has grown at a very high rate, especially for 
products from tropical countries. How do you view these developments? 

India stands to gain bv the increasing need for tropical products. Tropical fruits, such as mangoes, and 
vegetables are potential organic items which are waiting to be included in the export list. On the 
whole. India has tremendous opportunities for the export of tropical agri commodities. APEDA in the 
Ministry of Commerce is already exploring these prospects and supporting the export of tropical 
produce. 


Is India ready for this kind of farming? Please elucidate the challenges of organic farming in India. 
| believe india is ready for organic farming on a wider scale, which should cover at least 5-10% of Indian 
agriculture. Logically, if India converts even 2% of its farmland into organic that means around 10 
million hectares. It will be substantial in terms of mainstreaming organic for domestic and export 
purposes. However, | wish to advocate that India will not go organic just for the sake of the market 
alone, but for other reasons—reducing cost of cultivation by small farmers, ecological compulsions of 
farmers from Punjab and Haryana, etc. 

Presently, India’s biggest bottleneck is the way organic is looked at and commented with an 
"Inorganic Mindsef". Minds of policy makers and scientists are blocked by the food security of India 
and productivity issues. However, examining the issue rationally, one would find that organic is 
providing an opportunity for growing/accessing food by those who were unable to grow or access it 
all these years and, therefore, should be considered as an effort to supplement food availability. If it 
makes households food secure will it not add to food security of India? Is India’s food security tied 
to government gedowns, rice, wheat and Indian non-farmer consumers? Similarly, productivity 
decline under organic conditions is another myth. Given equal inputs of organic and inorganic, a crop 
- will respond with little difference. Research results are now available to prove that once soil vitality is 
restored then yield differences are not an issue. 
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Against this environment, the gov- 
ernment has started the National 
Programme on Organic Production 
(NPOP) under the Ministry of Agricul- 
ture to promote organic farming by re- 
ducing the costs of organic fruits and veg- 
etables. The Department of Agriculture 
and Cooperation has launched a 
scheme— National Project on Organic 
Farming (NPOF)— which is to be imple- 
mented during the 10“ Five-year Plan 
with an expenditure of Rs. 57.05 cr for 
production, promotion, certification and 
market development of organic farming 
in the country. It advocates that an area 
and cluster-based approach can be 
adopted by the state governments, which 
will aid in concentrating the target 
groups activities and help in educating 
farmers. There is also a need to identify 
and assign ample number of committed 
service providers who will perform acts 
such as transfer of technology to identi- 
fied farmers and connect the certification 
agencies with the farmers. 


Outlook 

As there is a rise in health consciousness 
and concern for the environment, there is 
no doubt that organic farming is going to 
be the fastest growing food sector. The 
price premiums and growing demand for 
organic products are encouraging more 
and more farmers to enter the realm of 
organic farming. According to experts, 
"This leads to an increased engagement 
in farming, which can trigger greater op- 
portunities for rural employment and 
economic upliftment. Thus, conversion to 
organic agriculture definitely contributes 
to the empowerment of farmers and local 
communities." With the availability of 
modest technologies and the necessary 
support for post-harvesting and market- 
ing chain, organic farming is gaining mo- 
mentum and its structure may change 
dramatically in the coming years. To con- 
clude, organic farming is the need of the 
hour for sustainability of agriculture as 
it is the most capable, quickest, big 
money-spinning and fairest means to 
nourish the world. 4) 


N Janardhan Rao 
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FDI in Single Brand Retailing 








The government decision to allow foreign single brand retailers could just 
be the first step before opening the entire sector to FDI. 











he Government of India has taken 
a significant step towards open- 
ing up the retail sector to foreign 
investment. The recent decision of the 
Central Government to allow FDI in 
"single brand" retailing, with 5196 in- 
vestment from the foreign collaborator 
and 49% from the Indian counterpart, is 
a much-awaited initial step before open- 
ing up the retail sector completely in the 
near future. The brand-conscious modern 
Indian, who has no qualms spending a 
fortune on overhauling his wardrobe, will 
now have an opportunity to add more for- 
eign brands. 

According to the Department of In- 
dustrial Policy and Promotion (DIPP), 
51% FDI in single brand retail comes 
with certain conditions: The products 
sold should be of a “single brand” only, 
and should be sold under the same brand 








even internationally. Also, these prod- 
ucts should be branded during manufac- 
turing itself. Applications for retail FDI 
will have to specifically indicate the 
product or product categories which are 
proposed to be sold in retail outlets. Any 
addition to the product or product catego- 
ries to be sold under single brand will re- 
quire fresh government approval, accord- 
ing to the rules issued by DIPP. 

Partial opening up of the retail sector 
is the first small step taken by the gov- 
ernment. This is leading to more and 
more foreign companies looking at open- 
ing their outlets in India. According to 
Harish Bijoor, CEO of Harish Bijoor 
Consults Inc., a leading consulting enter- 
prise, “The world is in reality a seamless 
market for a common set of products and 
services, and India cannot stay insulated 
from this for very long”. For many inter- 


A ‘Big’ Small Step Forward 


national players, India as a market is 
coming of age, and investing in Indian 
retail provides them the opportunity to 
run a profitable business. “Everyone who 
hadn’t thought of India before because 
the door was shut will now move India up 
from the back burner”, said Darshan 
Mehta, the Indian Partner for Tommy 
Hilfiger. 


Boon or bane? 

Few political parties and trade associa- 
tion leaders have been opposing the 
government’s decision to allow FDI in 
single brand retailing. They say that it 
will affect a large segment of people, lead- 
ing to displacement of domestic retailers, 
especially the small and unorganized re- 
tailers, and thus result in a rise in unem- 
ployment. As opposed to this, many con- 
sider it a blessing in disguise. Harish 
Bijoor opines that with the entry of foreign 
single brand retailers, Indian retailers 
will be forced to compete with better qual- 
ity, more realistic prices and a distinctive 
array in terms of range of offering. He 
adds, “The clever Indian retailer of the un- 
organized sector will reinvent himself to 
face the future. India is a nation of shop- 
keepers and the ratio of shop to human 
being is better than the ratio of doctor to 
human being in this country.” 

With the entry of foreign single brand 
retailing, the organized retail industry in 
India will set standards in the form of 
better working conditions, personal 
grooming, more competitive salary and 
packages, better work timings, etc. when 
compared to the unorganized sector. 
Also, the Indian partners, because of the 
advantage of their familiarity with the 
national market, would be valuable to 
the international partners in setting up 
single brand retail outlets in India. 

Even though the competition be- 
tween the organized and the unorga- 
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nized retailers is intensifying, and or- 
ganized retailing is gaining some 
share from the unorganized trade, 
there seems to be room for all. “The 
impact of single store brand retailers 
will be marginal and is not perceived 
as a threat,” according to BK Vijay, an 
industry expert. He adds, “They would 
serve a niche market and in totality 
complement the existing retailers. 
The real competition will begin with 
the entry of Multi-Brand Interna- 
tional Retailers”. 


It has been only six months since the 
foreign retailers have been allowed to 
acquire a major stake in Indian opera- 
tions, and the foreign companies are al- 
ready grabbing this opportunity. Some 
of the premium foreign brands like 
Chanel, Louis Vuitton, Gucci, Fendi, 
Spanish porcelain maker Lladro, US- 
based global restaurant chain TGI Fri- 
day, and international luxury brand 
Escada are very soon going to make 
their presence in India. Other interna- 
tional brands such as Hugo Boss, 
Burberry and Cartier which are already 
in domestic market are now in the ex- 
pansion mode. 

For the foreign brands which are al- 
ready in the Indian retail market 
through the franchise route, this new an- 
nouncement will force them to take the 
decision as to whether they would con- 
tinue with the existing alliance or go 
ahead with setting up outlets with 51% 
ownership. And those companies that 
choose to stay with the old setup will still 
have to rely on the innovative structuring 
of franchise arrangements to maximize 
their profits. So, companies like LG and 
Samsung are not likely to shift from the 
existing route right away. 

However, it will not be that easy for 
the newcomers who wish to take advan- 
tage of this policy. There are a number of 
operational aspects that are to be con- 
trolled and taken eare of before investing. 
The key lies in finding a foreign partner 
who is consistent and at the same time 
teaching that partner a trick or two about 
the domestic retail market and the 
Indian consumer. 
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consumer. 

The organized retail sector in India is 
filled with large business groups diversi- 
fying into retail to cash-in on the current 
boom in the sector. Corporates such as 
Tata (through its brand outlet Westside) 
and Pantaloons are into diversifying 
their retail business. In such a case, the 
foreign investor should tie-up with an ex- 
isting retailer or search for others who 
are not necessarily in the business but 
are willing to diversify. This arrange- 
ment will be diligent and crucial. Such an 
arrangement in the short period may 
work wonders, but if the government de- 
cides to further liberalize the regulations 
after a couple of years, then the foreign 
single brand investor will stand-alone. 
Also the foreign investor must be aware 
ofthe regulation wherein if a foreign com- 
pany enters into a technical or financial 
collaboration with an Indian partner, it 
cannot enter into a joint venture with 
another Indian company. Furthermore, 
it cannot set up its own subsidiary in the 
same field without the first partner's 
consent if the joint venture agreement 
does not accommodate a "conflict of in- 
terest" clause. So, the foreign brand re- 
tailers should be vigilant in choosing 
their Indian partner and the brand they 
introduce in India. 

The policy of single brand retailing 
requires many modifications. Firstly, 
the upper limit of 51% in single brand 
retailing could hold back several high- 
end foreign retailers who follow a system 
of fully-owned outlets globally. These re- 
tailers feel they will have better control 
over the “brand experience" only through 
this strategy. There are other constraints 
also, such as high import tariffs and lack 





of quality retail space, which are not be- 
ing addressed by the Indian Govern- 
ment. Moreover, with the emphasis that 
only those products branded during 
manufacturing can be sold, it is unlikely 
that a large format retailer will turn into 
a manufacturer of all items that are put 
on the shelves, because of diseconomies 
of smaller scale. 


The first step for full retail? 

Some analysts say that the 51% FDI 
might not shake some of the existing for- 
eign companies. Vijay says, "As there are 
other ways to come into the market, 
brands do not see much difference in 
51%. They are pretty content through 
joint ventures and franchisees. Many 
would, however, prefer having their own 
subsidiary with 100% stake and control 
which is still some time away". Never- 
theless, Single Brand Retailing will con- 
tinue to do well. But the excitement will 
begin when multi-brand retailers are al- 
lowed into retailing. 

As I S Narula, President and CEO, 
Ishanya, the speciality mall, says, "It is 
definitely a good move, but too small to 
actually make an impact on the industry. 
The government shouldn't take such 
half-hearted measures, but should in- 
stead introduce FDI across all catego- 
ries." Fifty-one percent FDI in single 
brand retailing may have a limited im- 
pact on the Indian retail industry. But 
this could be the first move towards al- 
lowing multi-brand retail chains like 
Wal-Mart and Carrefour into India. As 
Harish Bijoor forecasts, "The current 
policy that allows for 51% FDI in single 
brand retail is but a small cog in the re- 
ally big wheel of FDI in the retail trade 
across the board altogether". Vijay adds, 
“The government has been talking about 
opening up the sector for over four years 
now. This is possibly the first small step 
it has taken in implementing rather 
than only talking. So even if this move 
has not made a difference by itself, it has 
sent a message out to the international 
investors that India is opening up." ^^ 


D Satish 
and Naina Joshi 
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Dollar vs. Oil Prices 


The Changing Equations 





Dollar devaluation will create 
several problems for the global oil 
industry as it is the currency of 
exchange in global crude oil trade. 





he global oil markets have seen 

structural changes in the recent 

past with soaring oil prices h:t- 
ting record highs. Some experts have at- 
tributed it to tne China factor, as its im- 
ports constitute one of the key issues for 
the price hike in zhe world oil market. 
However, beyond the China factor. the 
dollar devaluation has created several 
problems for the global oil industry as it 
is the currency of choice in global crude oil 
trade. On the supply front, the deprecia- 
tion of the dollar had an impact on the 
activities upstream in the form of in- 
creased costs, higher inflation rates and 
lower purchasing power followed by 
lower Rol. On the demand side, it in- 
creases the oil demand by appreciating 
other currencies and the consequent rise 
in their purchasing power. Going by the 
current devaluation of the dollar, ana- 
lysts expect that oil prices will stay on 
the higher side in the days to come. 
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The reason for the dollar's decline is 
attributed to the change in its relative 
attractiveness in the global market. The 
dollar as oil currency is further weakened 
as the newly opened Iranian oil bourse is 
now trading in euro. The catch here is 
that it is now supported by Russia, Nor- 
way and China too. 


Dollar vs. Oil 

Oil’s intimidating relation with the dol- 
lar started way back in 1971 when the 
world was struck by an oil crisis that 
quadrupled its prices. It was during this 
period that the US was criticized for 
playing many Houdini tricks in trying to 
save its dollar hegemony in the global oil 
market. Krassimir Petrov, Professor of 
Economics from Ohio University, says, 
"During oil crises when several countries 
tried to sell off dollars to purchase gold 
from the US, the US government de- 
faulted which is referred as certain act of 
bankruptcy." Desperate to save its dol- 
lars, the US found oil as the solution. It 
immediately oppressed Saudi Arabia 
and OPEC with its military might and 
insisted to sell oil in dollars, which were 
popularly known as Petrodollars. That's 
how oil played the major role in nurturing 
the hegemonic status of the dollar. 


Impact on oil trade 

According to IMF, OPEC revenues esti- 
mated to have gone up from $262 bn in 
2002 to $614 bn in 2005. Such incentives 
would further encourage the oil exporting 
nations to increase the price of oil in an 
attempt to preserve the purchasing 
power that they earn through selling a 
barrel of oil in dollars. 

However, the hiccups are unavoid- 
able for oil importers who keep the deval- 
ued dollar as their foreign reserves. As 
the oil is priced in dollars and generally 
paid in dollars, the slightest change in its 


exchange rate variation would certainly 
affect the values of their reserves. There- 
fore, the effect of the shrinking dollar 
value on oil importing countries varies 
with respect to how their currency has 
adjusted to the changing value of the dol- 
lar. For euro consumers, the situation is 
quite different. Since the value of the 
euro has increased in terms of the dollar, 
the effect of any increase in dollar de- 
nominated oil prices is offset by the 
amount of euro appreciation. 


America's loss, Europe's gain 

The hegemonic dollars were always 
backed by wealthy and scarce commodi- 
ties of the globe, which held the US 
economy upright. During World War II, it 
was gold; then, in the 1970s crisis it was 
the petrodollar that supported its 
economy. Until 2000, petrodollar worked 
well for the US, but ever since it was 
launched, it has been facing strong ri- 
valry from the euro. Many economists 
are expressing doubts on the dollar's rel- 
evance as the oil currency. They are ask- 
ing to shred the doomed dollar and em- 
brace euro as the next generation cur- 
rency. It is supported by the fact that now 
the EU imports more oil from OPEC pro- 
ducers than the US. 

However, there are a few assump- 
tions that need to be worked out. The 
euro would have to maintain the current 
15-20% appreciated value against the 
dollar. Above all, the most worried con- 
cern is that euro-based oil trading sys- 
tem is lacking euro-denominated oil pric- 
ing standard. The existing West Texas 
International crude (WTI), Norway 
Brent crude and the UAE Dubai crude 
are denominated by the US dollar. How- 
ever, the recent nurturing of the Iranian 
bourse as euro oil ^marker" has opened 
up new paths for euro. Experts believe 
that this particular oil *narker" denomi- 
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Dollar vs. Oil Prices 


The dolar, due to the structural US deficit, will also decline relative to other currencies which means that dollar oil 


prices would rise more than oil priced in other currencies. 


How do you view the recent decline in the dollar value and its impact on 
the global oil market? 

The decline of the dollar is due to the structural US trade 
deficit of which oil is a relatively small component. However, 
the decline of the dollar is bringing into serious question the 
relevance of the US dollar for the pricing of oil, by Iran, 
Russia and Norway among others. 


Are oil prices here to stay? If so how do they affect the export and 
imports countries that largely trade in dollars? 

Demand for oil is increasing and will continue to do so: 
whereas, an increase in the level of global oil production ap- 
pears to be close to its maximum —the *Peak Oil" situation. 
This must mean that oil prices will increase against all cur- 
rencies. However, the dollar, due to the structural US deficit, 
will also decline relative to other currencies, which means 
that dollar oil prices would rise more than oil priced in other 
currencies. Countries that largely trade with the dollar will 
be impacted by increased energy costs. 


Is it a boon or bane for the countries that keep the dollar as their foreign 
currency reserve in the wake of its declining value in the international 
market? 

Countries which keep their reserves in dollars must inevita- 
bly see a very substantial fall in the value of their reserves as 
the dollar declines in value. These countries have exchanged 
something of value, such as oil, for an essentially unsup- 
ported claim over value or “IOU” issued by the US Federal 
Reserve Bank. The current global “deficit-based” economy 
configured around credit created by the global banking sys- 
tem is unsustainable and approaching a “tipping point". 


Petrodollar warfare is likely on the cards with the Iranian oil bourse con- 
cerning a euro-based oil transaction trading system. Your comments. 

As the originator of the “Iranian Oil Bourse" I can say with 
some authority that the project was commenced in order to 


— Chris Cook 
Former Director of the International Petroleum Exchange, 
he is now Principal, Partnerships Consulting LLP London. 


provide an oil market pricing mechanism, which is not in the 
hands of intermediary traders and investment banks. The 
currency in which the contracts were to be priced was never 
an issue; although, as the dollar has come under pressure so 
is the denomination of oil sales coming into question. 


How do you rate the recent success of the euro and could it be threat to 
the hegemonic status of the petrodollar? 

"It's all Relative", as Einstein said. The “success” of the euro 
is only a success in relative terms— being a depreciation of 
the dollar rather than an appreciation of the euro. The prob- 
lem with the concept of “euro hegemony” is the sheer impos- 
sibility of the European Central Bank ever sanctioning the 
printing of sufficient euros to accommodate the global oil 
market's thirst for them. 

So the answer is “No”: I do not believe that any “deficit- 
based" currency manufactured by Central Banks is sustain- 
able in the long-term, which is why I advocate the creation of 
an International Clearing Union (as suggested by J M 
Keynes at Bretton Woods in 1944) with a Value Unit con- 
sisting of a “petrodollar”. This would comprise the amount of 
energy (in its different manifestations), which could be ac- 
quired using US$1 on the launch date. This “Value Unit" 
would then vary over time against the dollar and all other 
national currencies. 


Would you like to bring any other issues pertaining to this subject? 
Only to say that oil is not priced in dollars: Dollars are priced 
in oil. We are accustomed to deficit-based economies where 
currencies such as the dollar consist of credit created by 
credit institutions such as banks. The requirement for inter- 
est to be paid on the loans that give rise to this deficit-based 
money mandates global economic growth, which has now 
reached a level beyond the global capacity to produce energy 
to support it. An alternative "asset-based" monetary sys- 
tem is both necessary and inevitable. 


nated in the euro currency would defi- 
nitely have noteworthy macroeconomic 
implications in establishing petro-euro 
system in the global oil market. 


Gaining ground 
The recent launch of the Iranian oil 
bourse, which is well-supported by the 


Middle East and OPEC, would definitely 
threaten the supremacy of both London's 
International Petroleum Exchange and 
New York's Mercantile Exchange that 
trade in dollars. Going by Uncle Sam's re- 
markably large current account deficit, 
both in absolute terms and as a share of 
GDP, the euro is emerging as the oil trans- 


action currency and is well-supported by 
Russia and China too. Even they are wit- 
nessing the significant amount of euro re- 
serves in their central banks. í 


N Janardhan Rao 
and Lingisetti Venu 
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M BUSINESS ENVIRONMENT 


Electronic Waste 


The Bug Starts Here 





e-Waste is the latest and burgeoning environmental concern in the world 
today. Unless checked in time and dealt with stringently, it could turn into an 


environmental catastrophe. 


lectronic waste or e-waste has 

emerged as a new worry to envi- 

ronmentalists across the globe, 
as it threatens to cause serious damage 
to the environment. According to the Or- 
ganization for Economic Cooperation 
and Development (OECD), any appli- 
ance using an electronic power supply on 
reaching its end-of-life would come un- 
der Waste Electrical and Electronic 
Equipment (WEEE). e-Waste refers to 
old, unwanted electric or electronic ap- 
pliances such as computers, laptops, 
TVs, DVDs, mobile phones, MP3 play- 
ers, microwave ovens, etc. which are no 
longer in use. These discarded gadgets 
are potential threats to both human be- 
ings and the environment, as many of 
their components contain toxic ele- 
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ments such as lead, mercury, cadmium, 
etc. which contaminate the soil and 
ground water. Health industry experts 
say that exposure to these hazardous 
materials can cause headache, irritabil- 
ity, nausea, vomiting, and eye pain. 
The people who collect this 
e-waste and recycle them may suffer 
liver, kidney and neurological disorders. 
Chemicals such as beryllium, found in 
computer motherboards, and cadmium, 
found in semiconductors, can even lead 
to cancer. Chromium in floppy disks, 
lead in batteries and computer moni- 
tors, and mercury in alkaline batteries 
and fluorescent lamps also pose signifi- 
cant health risks. A typical computer 
monitor may contain more than 6% lead 
by weight. Cathode Ray Tubes (CRTs) 


have a high content of carcinogens such 
as lead, barium, phosphor and other 
heavy metals. Printed circuit boards 
contain heavy metals like antimony, 
gold, silver, chromium, zinc, lead, tin 
and copper. Experts say that when dis- 
posed carefully in a controlled environ- 
ment, these appliances do not pose any 
serious health or environmental risk. 
However, breaking, recycling or dispos- 
ing these discarded gizmos in an uncon- 
trolled environment without the neces- 
sary safety precautions can result in 
harmful side effects for the workers and 
will release toxins into the soil, air and 
groundwater. 

Unfortunately, the ever-increasing 
consumption for electrical and elec- 
tronic gadgets, coupled with their 
quicker obsolescence period has in- 
variably led to the generation of dan- 
gerous levels of hazardous and un- 
wanted e-waste. With the rate at 
which technological advancement is 
taking place, not only with respect to 
computers and cell phones but also 
domestic appliances such as washing 
machines, refrigerators, microwave 
ovens, and TV sets, the problem 
seems to be growing alarmingly and 
serious steps need to be taken to curb 
its further growth. 


Blame it on developed nations 

Developed nations, being more familiar 
with modern technology, tend to dispose 
of their used electronic gadgets to the 
developing nations like China, India 
and Pakistan. According to the British 
Environment Agency (BEA), the magni- 
tude of e-waste exports to the develop- 
ing nations is colossal. For instance, in 
2005, these three Asian countries to- 
gether imported tens of thousands of old 
computers, five lakh television sets, 
three million refrigerators, 1.6 lakh tons 
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Business Environment 


of other electrical equipment and mil- 
lions of discarded mobile phones. In 
fact, about 80% of the world’s electronic 
trash is transferred to Asia every year, 
of which India’s share is not insignifi- 
cant. In India, imports of computer 
scrap are mainly from the US, 
Singapore, Malaysia, Middle East, and 
Europe. Of these, Singapore, and Dubai 
in the Middle East act as turntable 
ports for computer scrap coming from 
the European Union. 

Many analysts opine that export- 
ing these used goods to developing 
countries may be cost-effective, but it 
is a dangerous and often illegal waste- 
management option. Sometimes, the 
illegal export is hidden under the guise 
of charity (“computers for the poor”) to 
the developing nations. This comes 
from the fact that environmental 
norms are lax or are not well enforced 
in the developing nations. A recent re- 
port by the NGO, Toxics Link (a Delhi- 
based NGO), discovered that 70% of 
the electronic waste collected by the 
scrap yards in New Delhi was actually 
exported or dumped by developed na- 
tions. According to estimates, about 
25,000 workers are engaged in the 
scrap yards of Delhi alone. Other e- 
waste scrap yards exist in Meerut, 
Ferozabad, Chennai, Bangalore and 
Mumbai. Many of the Indian corpora- 
tions incinerate e-waste such as com- 
puter menitors, CDs, motherboards, 
eable anc toner cartridges besides the 
common light bulb and tube lights in 
the open along with the regular gar- 
bage, releasing large amounts of mer- 
cury and lead emissions. 


ib 


It is high time that the 
government and port 
authorities implement 
the Hazardous Waste 
Rules and control the 
illegal import of 
e-waste at the entry 
point itself. 
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The growing menace 

In India, the problem of e-waste is be- 
coming prominent and if not addressed 
in time, it can assume mammoth pro- 
portions. In Delhi alone, as many as 
900 personal computers and 3,500 TV 
sets are dismantled everyday in order 
to reuse their components. “In terms of 
the total e-waste produced internally 
or brought from outside for recycling, 
Delhi’s e-waste weighs between 10,000 
and 12,000 metric tons per year. The 
industry directly employs about 
15,000 people in organized recycling 
units. In 2012, it is likely to reach 
20,000 metric tons per year”, says Ravi 
Agarwal of Toxics Link. 

According to a study, an estimated 
30,000 computers become obsolete ev- 
ery year in Bangalore alone, the IT 
hub. Moreover, almost half of the com- 
puters sold in India are products from 
the secondary market and reas- 
sembled with old components. It is 
true that the e-waste spectrum is 
broad, but IT companies are the single 
largest contributor to its growing 
mass. This is because 30% of the PCs 
become obsolete every year. “It is a 
means of livelihood for organized recy- 
clers. Due to lack of awareness, they 
are risking their health and the envi- 
ronment as well. They use strong ac- 
ids to retrieve precious metals such as 
gold. Working in poorly ventilated ar- 
eas without masks and technical ex- 
pertise results in exposure to danger- 
ous and slow-poisoning chemicals”, 
cautions Wilma Rodrigues of Saahas, 
a Bangalore-based NGO. She at- 
tributes this also to the fact that 
there are no transparent guidelines 
for the unorganized sector to handle e- 
waste. In fact, in India, the e-waste 
business is clandestinely operated 
and is conducted under the excuse of 
obtaining “reusable” equipment or 
“donations” from developed nations. 
K K Shajahan, Principal Consultant, 
Indian Institute of Materials Man- 
agement, Bangalore, observes, “Trade 
in e-waste, like that in other scraps, is 
dominated by the ‘informal’ sector. Al- 
though the waste trade sector in India 
is a part of the ‘informal’ sector, it has 


INTERVIEW 


India can invoke the provisions of 
international agreements and 
conventions to regulate or stop the 
dumping of e-wastes, most of 
which can be classified as toxic/ 
hazardous. 
— Debi Goenka 
Executive Trustee, Conservation Action Trust 


What are your comments on the issue of 
e-waste? 

The issue is fast emerging as a very 
serious problem, particularly since 
large amounts of e-waste are being 
dumped in India—very often these 
consignments may be mis-labeled. 


How prepared is India to face the problem of 
e-waste? 

We are totaly unprepared—as usual, 
the government is oblivious to the 
problem. 


How are the developed nations exporting 
e-waste to developing nations like India and 
what steps should India take in this regard? 
India can invoke the provisions of in- 
ternational agreements and conven- 
tions to regulate or stop the dumping 
of e-wastes, most of which can be clas- 
sified as toxic/hazardous. 


Do you think the existing e-waste manage- 
ment and recycling methods in India are 
perfect? If not, what steps are needed? 
Most of the waste recycling in India is 
being done by the unorganized sector 
without any safeguards or controls. If 
we are to get into e-waste recycling as 
a business, it must be done in an orga- 
nized fashion with proper environ- 
mental and health safeguards. 


Any other comments? 
Machinery to monitor compliance is 
also necessary! 


a system that is highly organized with 
extensive coordination in an estab- 
lished network. However, the recycling 
of e-waste is undertaken in an unsci- 
entific manner, impacting both health 
and environment." 


Electronic Waste 
———————————————————————— ..L.1L , Metro Waste 


Slowly, the governments across the 
world are recognizing that toxicity of 
e-waste is a serious environmental 
concern, and are accordingly enforcing 
strict legislations to phase-out toxic el- 
ements. In July 2006, RoHS (Restric- 
tion on Hazardous Substances), a Eu- 
ropean directive, came into effect, 
which bans the use of six deadly chemi- 
cals in electrical and electronic prod- 
ucts. But India, which has so far re- 
mained woefully behind other nations, 
with absolutely no legislation till date 
to tackle the problem, expects its first 
ever regulation on e-waste (WEEE 
rules were drafted under the Environ- 
ment Protection Act, 1996) to come 
into effect by early next year. According 
to the proposed new e-waste disposal 
regulations, the government will allow 
selling of e-waste only to registered 
agents of the Central Pollution Control 
Board (CPCB) and the State Pollution 
Control Boards (SPCBs). After the en- 
forcement of the law, selling discarded 
gizmos which contain e-waste may be 
considered an offence. This new legis- 
lation puts the onus more on the con- 
sumer and the operator rather than 
the producer, unlike the situation in 
the West. In Japan, which is the larg- 
est producer of electronic goods, there 
is an Electronic & Consumer Goods 
Appliances Act that makes the pro- 
ducer responsible for arranging safe 
disposal. However, in India, according 
to experts, pushing the responsibility 
on the producer will not work, as it will 
destroy the huge recycling industry. 
"Environment can't be at the cost of 
livelihood of millions of people who are 
dependent on collecting and recycling 
electronic waste", said an expert. The 
government is however trying to tread 
the middle path. While the rules con- 
centrate more on regulating the recy- 
cling industry and management of e- 
waste, they also allow the manufactur- 
ing industry to adopt “take-back 
schemes", provided they have proper 
mechanism of e-waste recycling. 


Fighting the health hazard 
It is high time that the government 
and port authorities implement the 





E (merging) Threat: International e-Waste Generation 





Total eWaste Categories of Appliances Counted Year 
Generated in e-Waste 
tons/year 
Switzerland 66,042 Office & Telecommunications Equipment, Consumer 
Entertainment Electronics, Large and Small Domestic 
Appliances, Refrigerators, Fractions 2003 
Germany 1,100,000 — Office & Telecommunications Equipment, Consumer 


Entertainment Electronics, Large and Small Domestic Estimated 


Appliances, Refrigerators, Fractions in 2005 
United Kingdom 915,000 Office & Telecommunications Equipment, Consumer 

Entertainment Electronics, Large and Small Domestic 

Appliances, Refrigerators, Fractions 1998 
USA 2,124,400 Video Products, Audio Products, Computers and ) 

Telecommunications Equipment 2000 
Taiwan 14,036 Computers, Home Electrical Appliances (TVs, 

Washing Machines, Air-conditioners, Refrigerators) 2003 
Thailand 60,000 — Refrigerator, Air-conditioners, Televisions, Washing 
Denmark 118,000 Electronic and Electrical Appliances including 

Refrigerators 1997 
Canada 67,000 Computer Equipment (Computers, Printers, etc.) and Estimated 

Consumer Electronics (TVs) in 2005 
India 1,46,180 Large Household Appliances (42.1%), ICT Equipment ^ Estimated 

(33.9%) and Consumer Electronics (13.7%) in 2006 
Source: e-WasteGuide 


Hazardous Waste Rules and control 
the illegal import of e-waste at the en- 
try point itself. Experts opine that the 
local manufacturing industry must in- 
vest in safe recycling and must label 
the goods where dismantling is haz- 
ardous. The recycling industry in India 
at the moment is almost totally un- 
regulated. Another challenge facing 
the industry is that proper recycling 
requires more facilities and a large 
chunk of investment. According to 
Amit Jain of IRG Systems, *Globally, 
recycling happens in the organized sec- 
tor. India has to find its own solutions 
for disposal of e-waste. This may in- 
clude bringing in the unorganized sec- 
tor into organized e-waste trade value 
chain. The manufacturing industry has 
to provide adequate recycling infra- 
structure." 

The awareness on the harmful effects 
of e-waste has not yet sunk in. Global 


majors like LG, Sony, HP, Dell, Samsung 
and Nokia have already committed and 
are involved in eliminating some of the 
hazardous elements from their products. 
In India, Wipro is the only company, that 
too after sustained campaigning by 
Greenpeace (a progressive NGO), that 
has taken the lead and committed to 
phase-out hazardous chemicals from its 
products. Other firms need to follow suit. 
For, if the Indian industry does not react 
and respond with conscious and progres- 
sive strategies, the country will have the 
ignominy of producing the dirtiest com- 
puters in the world and a gigantic toxic 
problem to deal with. Hence, it is high 
time that awareness of e-waste reaches 
the masses so that this threat can be 
countered at the earliest. «^ 


Amit Singh Sisodiya 
and Sanjoy De 
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BN CORPORATE STRATEGY 


Tribune’s Tussle 


Bad News 





Another media giant finds it tough to sustain amidst the changing 


publication industry dynamics. 


fter Time Warner, Viacom, Viv- 

endi, and Disney, it is now the 

of the Tribune, one of the 

premier media groups in the US, to feel 
the heat as it struggles to cope with the 
task of restructuring itself amidst the 
changing industry dynamics; even 
though problems facing Tribune are 
more interna] than external. Like many 
of its traditional media industry peers, 
the Tribune group, which owns 11 dai- 
lies, including the Los Angeles Times (LA 
Times) and the Chicago Tribune, along 
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with a host of other properties that in- 
clude 26 television stations, cable and 
radio businesses, too is feeling increas- 
ingly threatened as readers shift to 
online sites. The media group has seen 
its newspapers’ circulation numbers 
fall drastically in recent times. For in- 
stance, the Los Angeles Times, America’s 
fourth-biggest newspaper, witnessed a 
5.4% drop in circulation last year as it 
fell sharply from a high of 1.2 million in 
1990 to approximately 851,500 now. 
This, in turn, has caused its advertising 


revenues to come down. Annoyed by the 
media giant’s continued poor run (the 
company announced that its July 2006 
revenues were down by 1.4%), the Chan- 
dler family, which owns 12% stake in 
the group, and also the former owners of 
the LA Times, recently demanded that 
the group should either put itself up for 
sale or break itself up. The Chandlers, 
who were not happy with the company’s 
recent buyback program of shares, 
wrote a letter to its board demanding 
withdrawal of the buyback scheme; this 
might remind one of the new wave of 
shareholder activism in corporate 
America, which hit companies like Gen- 
eral Motors and Time Warner. 

However, Tribune’s present pre- 
dicament is not an isolated example, 
as the entire media industry, the news- 
paper industry in particular, is reeling 
under the threat from the Internet as 
more and more publishers find that 
Web advertising firms are increasingly 
making a dent in their print advertis- 
ing revenues. However, some of 
Tribune’s miseries are self- inflicted 
and surprisingly owed to Chandler 
family’s own wrongdoings. 


The Chandlers’ financial alchemy 

For instance, some of the problems at the 
Tribune group stem from its $8 bn pur- 
chase of Times Mirror Co., operator of the 
Los Angeles Times and other papers, in 
2000. The merger was marred by the con- 
troversy related to fraudulently inflated 
circulation figures of Newsday, another of 
the group’s newspapers. As a result, Tri- 
bune had to reimburse advertisers and 
face a $1-bn tax penalty involving a 
Times-Mirror transaction. And if this 
was not enough, the poor performance of 
the Los Angeles Times in the post-acqui- 
sition period only added to the group’s 
sufferings. 








LOOSE NOTE COUNTING MACHINES 





KR-011F KR-101 KR-111E KR-51FC 


——— ae 





— ———À "m 


FR-007 Jr KR-007F 


Fake Note Detectors Mixed Note Rupee Value Counter 


| 





—— —— p 


FND-2000 DS-338B 





High Speed, accurate currency counting For more information and technical specifications contact: 
easy operation-100 Notes/4 secs. 


User-friendly, Heavy duty, Rugged. KRAY SECURE 


a Déiuision of 


Half note, Double note, Chain note, Auto detect. 
(TENDER CARE PRODUCTS) 


Counterfeit currency note detector. 17, Shriguppi (Haria) Industrial Estate, 41-H, Saki - Vihar Road, 
High Reliability, Easy maintenance. Opp. Ansa Industrial Estate "A", Andheri (E), Mumbai - 400 072. 

Tel No.: 022 - 28576628/56925979; Telefax - 022 - 28575149 
Error code flash with buzzer. Kanail: MOn Guard com 


vv vvv F 





Corporate Strategy 


And now the Chandler family, the 
former owner of Times Mirror, is claim- 
ing premium price for its 12.2% stake in 
Tribune—a tax-free spin-off of the Tri- 
bune “as a whole at an attractive pre- 
mium". The Chandlers, which have got 
only three out of 11 seats om the 
Tribune’s board, however, do not have 
much clout and support from other 
members. Yet, the strategic conflict 
within its board members has made 
the task of restructuring the company 
tough. And this means, returning to its 
heyday is a remote possibility fer the 
Tribune, as many industry analysts 
opine. 


The online’s threat 

However, Tribune's poor performance is 
also attributed to the poor operating en- 
vironment. Indeed, the fact is that the 
whole industry is facing a host of chal- 
lenges, ranging from rising cost of news- 
print to flat or falling circulation to slug- 
gish advertising growth. No doubt, this 
prompted Don Grenesko, Tribune’s Se- 
nior Vice-President — Finance and Ad- 
ministration, to announce Tribune’s rev- 
enues as “soft” in the second quarter of 
2006, which means a decline in circula- 
tion revenues by 5.6%; its television’s 
operating profit fell by 11% and its na- 
tional advertising revenues fell by 7% 
from last year’s revenues. 


Down the hill 
While it is true that the recent slide is 
due to a $90 mn write-down from the 
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The fact is that the 
whole industry is facing 
a host of challenges, 
ranging from rising cost 
of newsprint to flat or 
falling circulation to 
sluggish advertising 
growth. 
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sale of television stations in Albany 
and Atlanta, the losses could have been 
more but for slow shift in advertising 
volume, i.e., from print to Web media. 
It “also reflects a lag in advertisers’ be- 
havior relative to the audience’s behav- 
ior,” commented Colby Atwood, a 
newspaper Analyst at Borrell Associ- 
ates. “The audience has moved to the 
Web, but advertisers are following 
more slowly,” commented Norman 
Pearlstine, former Editor-in-Chief at 
Time Inc. The publishers have suffered 
from the loss of classified advertising, 
as free online classified boards like 
Craigslist have grown in popularity. 
Besides, they have also seen a shortfall 
of display advertising in the automo- 
tive and entertainment sectors. 

According to a report in 
TheStreet.com, consumers are 
spendingmore and more time on the 
Web, rather than reading newspapers 
or watching television. It also predicts 
that in the UK more will be spent on 
Web advertising than print advertis- 
ing, which would drag down the circula- 
tion revenue of the print media. Ex- 
perts say that these are the *disruptive 
technologies", which print media 
should embrace in order to find a way 
out of the present troubling circum- 
stances. Jacob Weisberg, Editor, Slate, 
suggests an electronic device like the 
“iPod of Reading" to be created before 
the survival of newspapers is really un- 
der threat. 


Old ways 
Tribune’s response so far has been fa- 
miliar and predictable. It is emphasiz- 


ing more on Internet ventures so as to 
take advantage of online trends. It is 
pinning its hopes on CW, a joint ven- 
ture between Warner Bros. Entertain- 
ment and CBS Corporation, whose 
broadcast television network ties 16 of 
the Tribune's stations together. Den- 
nis FitzSimons, Tribune’s CEO, ex- 
pects that "Tribune's viewers and ad- 
vertisers will benefit from an even 
stronger programming lineup”. How- 
ever, analysts are not overjoyed about 
the prospects of such ventures. Never- 
theless, FitzSimons has taken some 
trendy strategic moves that are part of 
his “performance improvement 
plan”—as he likes to call it—to cut 
costs. The most ambitious of these are 
the recently concluded $2 bn repur- 
chase of its common shares. The move, 
which is financed by its sale of $500 
mn “non-core” assets including WATL- 
TV (Channel 36) in Atlanta, WCWN- 
TV in Albany and also by dismissing 
1,500 employees (amounted to 6.5% of 
its workforce), has sent shock wave 
across the industry. The buyback was 
pursued despite the Chandler family’s 
protests. Describing the buyback plan 
as “fundamentally flawed”, the Chan- 
dler Trust warned that if the board 
failed to agree to their terms, they 
would “begin actively pursuing pos- 
sible changes in Tribune’s manage- 
ment and other transactions” that 
may involve rallying other sharehold- 
ers and private equity firms to their 
cause. 


Long-term vision 

Notwithstanding such threats, the Tri- 
bune successfully accomplished the 
buyback program. This, interestingly, 
has tilted the balance in favor of the 
company as the Chandlers now want to 
keep aside their public rancor and re- 
sume the dialog over the future of the 
firm; the two parties have already re- 
started the discussion. The discussion’s 
major focus is on restructuring two 
partnerships, which are jointly owned 
by the family and the Tribune, besides 
finding a way to reach an agreement on 
the issue of spinning off the TV stations 
or selling other assets. However, accord- 





Tribune’s Tussle 





ing to a section of the experts, the talk 
may also include the issue of disentan- 
gling of the Chandlers from the Tribune. 
Surely, the round one, which has gone in 
favor of the Tribune, would come handy 
while dealing with the activist share- 
holder (read as the Chandlers). “This le- 
veraged recapitalization represents a 
very meaningful step in our plan to en- 
hance value for shareholders,” said ju- 
bilant FitzSimons. He added, “Now, our 
priority is to improve operating perfor- 
mance through a combination of top- 
line growth initiatives and additional 
cost savings. We’ll also continue to 
move forward on dispositions of non- 
core assets.” 

But Wall Street is skeptical about 
the long-term growth potential of such a 
move. The buyback “might have been the 
last arrow in the quiver,” said Analyst 
Paul Ginocchio of Deutsche Bank as he 
added further that he hasn’t seen any 
“major shift in corporate strategy” in it. 
“I was struck by the fact that they didn’t 
lay out a very specific strategic plan asso- 
ciated with this,” remarked Tom 
Rosenstiel, Director of the Project for Ex- 
cellence in Journalism. But FitzSimons 
seems to be optimistic about his long- 
stretched future mission as he said, 
“We're doing it by investing in technology, 
so we're making capital expenditures 
and trying to create efficiency by using 
the size of our group". He added, "It says 
nothing about our view ofthe future other 
than we're in a changing business and we 
feel we need to get out in front of it." 
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The company is making new invest- 
ment in online businesses like 
CareerBuilder.com, the US’ largest 
online classified recruitment site, fol- 
lowed by ShopLocal.com and Topix.net, 
a joint venture with McClatchy and 
Gannett. Selling of broadcasting sta- 
tions, cutting costs in its newspapers' 
division and investing in higher-growth 
online activities are the other plans. In 
fact, FitzSimons is doing just the re- 
verse of what his predecessor had done, 
which reveals a re-thought of the tradi- 
tional *big is best" philosophy. But ana- 
lysts are more worried as “the clock is 
ticking, and Wall Street's getting impa- 
tient". Ed Atorino, the media analyst at 
Benchmark Co. LLC in New York, said 
that "if l'm [Tribune Chairman] Dennis 
[FitzSimons], Pm holding some meet- 
ings somewhere to develop a pre- 
emptive strategy". ^At this point, the 
Chandler proposal has gathered little 
momentum," said Dave Novosel, an 
Analyst with the corporate bond re- 
search service Gimme Credit, since the 
Chandlers are long shouting for “sepa- 
rating the newspaper business from 
television broadcasting" through a tax- 
free spin-off or the sale of the company 
as a whole if its assets can't be sepa- 
rated at an attractive premium. 

Despite Tribune's recent win in the 
first round of talks, it would be impera- 
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tive to learn from others' experiences, 
notably from Knight Ridder's, the sec- 
ond largest newspaper of the US, 
which was forced to sale by its share- 
holders. Against that backdrop, it 
would be hard to predict Tribune's fu- 
ture. But the Tribune has an advan- 
tage as unlike other newspaper compa- 
nies such as the Washington Post Co., 
and Dow Jones & Co., it is not con- 
trolled by a family with super-voting 
rights. At least 2596 of Tribune's stock 
rests in management-friendly hands 
—chiefly with the McCormick Tribune 
Foundation and the Chandler family 
trusts. This makes it less likely that 
shareholders could pressure the com- 
pany to sell assets or force a change in 
the management. Further, the habit of 
newspaper reading, in a leisurely man- 
ner, is as old as newspapers and it 
would be difficult to change it. This en- 
sures, at least to some extent that, the 
future of newspaper industry is not un- 
der the “Luck of the Irish". Rest is in 
the hands of FitzSimons, who is yet to 
return to work after undergoing a pros- 
tate-cancer surgery recently, and is to 
reveal his vision. «^ 


Amit Singh Sisodiya 
and Madhuparna Chakraborty 
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The Shirt People 


DITTO SHIRTS 





Charagh Din (CD), the largest outlet 
for one single line of garments, is also 
the only showroom of its kind and the 
biggest shirt store in the world. 

Originally New Lord & Co. (1947), CD 
was a tailoring shop, established imme- 
diately after the partition. Mr. Daswani, 
the Proprietor, a couple of years later 
bought over Charagh Din & Brothers, the 
loss-making department store next door, 
and converted it into an exclusive shirt 
shop. This shop catered to clientele which 
included celebrities like Raj Kapoor, Dev 
Anand, Dilip Kumar, etc. 

In 1956, the Daswani's began with 
their readymade range and started sell- 
ing shirts under a single brand name, 
Charagh Din (CD). By 1974, CD vas the 
only major player in the shirt market. 
As far as expertise goes, "I specialize in 
nothing. Life :s a great teacher. Not only 
did I learn how clothes were made but 
also studied the Indian make form 
closely because this is necessary for a 
proper fit", says Mr. Arjan Daswani. 

Starting as a tailoring unit, The 
Shirt People have indeed come a long 
way. A single level shop, CD has re- 
cently been given a new look by Mr. Raju 
Daswani, son of Mr. Arjan Daswani. It 
has been converted to a four-level de- 
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partment store. As Mr. Raju Daswani 
says, “Earlier, lack of space restrained 
people from looking around. Now it is 
spacious, there is better display and we 
offer better services." 

There are shirts in every conceivable 
size, shade and color. Each department 
on a separate level is dedicated exclu- 
sively for a particular size (ranging from 
size 37-48). The minutest details like the 
style and design of the shirt are taken 
care of in these departments. Every shirt 
at CD is tailored to the Italian fit, which 


DESIGNER SHIRTS 





allows free movement, but stops short of 
being branded as ill-fitting. 

The CD shopping experience gives 
each customer a feeling of relaxation 
and convenience, because after entering 
the store the customer is under no pres- 
sure to choose immediately. There is a 
dedicated team of trained Customer 
Service Representatives to offer assis- 
tance whenever required. The customer 
can walk around the beautifully de- 
signed showroom with an added conve- 
nience of trial of every garment before 
purchase. The store stocks only the 
house brand and there are 20-25 new 
designs every day with an innovative 
display of the ‘Shirt of the Day’. 


The brand CD, which was synony- 
mous with party wear shirts, i.e., shirts 
in different hues, designs and embroi- 
dery in soft flowing fabric, now also 
houses an amazing range of formals 
priced economically compared to the 
competition. Included in the numerous 
colors and designs are plains, self-de- 
sign, stripes, checks, etc. There is no re- 
striction in choice at all as one finds 
shirts in every color, size, and fabric pos- 
sible for every occasion. 

Today, CD is an exclusive brand 
shop with just one outlet, an exclusive 
manufacture base with all designing 
being taken care of in-house. 

Soft music wafts through the air as 
you stroll around, running your eyes 
over, and your fingers through, the dis- 
play of shirts. There is even a kind of 
lamp-post on which shirts are dis- 
played, giving an ethereal touch to the 
whole experience. 

An interesting revelation by re- 
nowned artist Arzan Khambatta says 
that a lot of art has gone into the store. 
Even the trial rooms have posters and 
paintings on the walls, apart from the 
usual mirrors. “Everywhere within the 
store, our displays are designed to allow 
customers to see, feel, touch and handle 
the product before making a buying deci- 
sion,” says Daswani, “Our sales person- 
nel have been trained to be as unobtru- 
sive as possible and merely to assist the 
customer in making a choice, not to 
browbeat them!” 








The sheer choice and variety are 
guaranteed to make the head swim. 
There are sober shirts, garish shirts, 
and loud shirts. Some shirts have the 
Emperor Collar or Chinese Collar, done 
with embroidery. Even in the Chinese 
Collar style, there are so many mod- 
els—with single buttons, double but- 
tons, etc. 

“We have over 25,000 shirts,” boasts 
Daswani. “Where most stores would 
show just 10-14 checks, because of sheer 
lack of space to display more designs, we 
can give you 200 different checks and 
more than 100 different stripes in each 
size. Similarly, we offer you more than 
100 plain shirts in different colors, 
shades and cuts; of course, if you need a 
white shirt we will show you 20, 30 differ- 
ent varieties. We also do some funky 
things which attract the youngsters, like 
polyester and cotton blended knits. No- 
body can offer the kind of range we have, 
with prices ranging from Rs. 330 (US$ 
7.60) to Rs. 2,000 (US$ 46).” 

And indeed, opposite the huge 
Charagh Din showroom at Colaba are 
shops offering shirts by Lee, Van Heusen 
and Louis Philippe. But the displays are 
small and the variety offered is not a 
patch on what CD is able to give its cus- 
tomers. 

At Colaba stands a landmark that 
stretches across four floors and 10,000 sq 
ft. It houses a treasure trove of shirts, 
shirts and only shirts. 


PARTY SHIRTS 





It’s the Charagh Din Showroom on 
Wodehouse Road which has applied for 
listing in the Guinness Book of World 
Records as “the largest shirt store on 
Planet Earth.” Indeed, what began life 
as a small tailoring boutique, in 1947, is 
today a mega shirt store. 

At any given point of time, Charagh 
Din has on offer 20,000 to 25,000 shirts, 
fashioned by a dedicated team of five de- 
signers. These ‘Dons of Design’ create 
more than 100 new shirt styles every 
day. Of these, just 20 to 25 make the 
grade for retailing. 

At CD, the range of shirts is awe- 
some. Clubbing at Athena? Pubbing at 
Geoffrey's? Doing the twist at Insomnia? 
Our party shirts come in different styles, 
fabrics, cuts, collars and designs. There’s 
something for every occasion and style— 





toony hoods, flaps, odd buttons, large col- 
lars, casual wear, business shirts, 
kurtas, t-shirts, and sports shirts. The 
year 1998 also witnessed the birth of 
Ditto, a unisex brand for hip teenagers. 
The list is endless—crushed shirts, 
white collars, silk prints, crepe de Chine, 
golf shirts, Chinese collars, ser suckers, 
check designs, polo neck tees, v-necks, 
boat necks, etc. 

And what makes this unique store 
tick? “We work 365 days a year,” is the 
mantra, and embodies the spirit at 
Charagh Din. There are no lunch breaks, 
and the store hums continuously from 10 
a.m. to 7.30 p.m. At this store, they don’t 
just meet demands, but try to innovate 


CASUAL SHIRTS 





endlessly, keeping in touch with the lat- 
est fashion waves. It’s a philosophy in- 
grained by Charagh Din’s founder Mr. 
Arjan Daswani, 54 years ago. With a cli- 
ent list of 5,60,000 customers worldwide, 
the CD logo stands for the ultimate in 
sophistication and good taste. The mov- 
ers and shakers of the country who shop 
here are basically looking for the perfect 
fit. 

Charagh Din also houses its entire 
collection on one comprehensive website 
—www.charaghdin.com. A click here at 
www.cdshirts.com and you enter a uni- 
verse of spunky, vibrant, électric party 
shirts. You can chat here, live during 
working hours or order shirts that are 
delivered-nationally-within 48 hours. 

The current tag line for CD is 
‘Just Imagine’. 

So, what are you waiting for? It's time 
to party, yaar! 

To know more about your favorite 
shirt store, visit Charagh Din at 64 
Wodehouse Road, Colaba, Mumbai, 
400005. Call 91-22-22181375/Fax 
2187870 or log onto our website. 
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The government, which would be buying out RBI’s entire close to 60% stake 
in SBI, has surprised the banking behemoth by asking it to revamp its 


business model. 


Our incomes are under pressure and 
the prospect of making profits at the same 
rate like the earlier years are proving to be 
difficult 

— O P Bhatt 
Chairman, SBI 


1e to its new-found hallmark, 

SBI never fails to surprise. When 

æ the country’s largest commercial 
bank turned 200 in June, this year, the 
news took many by surprise. However, an 


even bigger surprise was in store for SBI 
74 $ Chartered Financial Analyst § September 2006 





and its millions of customers, when the 
country’s apex bank, RBI, recently an- 
nounced that it would transfer its 
59.73% stake in SBI to the government 
of India soon: the government also sur- 
prised the bank when it turned down its 
plea to make a foray into Bangladesh. 
The news about the change in ownership 
comes at a time when the banking jug- 
gernaut, which for long has been the 
banking face of the country and at times 
acts as guarantor to the government (re- 
member 1991 financial crisis that forced 


India to pledge its gold to the UK) is 
faced with mounting challenges. The 
competition from private banks (local as 
well as MNC) is taking its toll on SBI. 
Further, the fast changing rules of the 
game have found SBI wanting: while pri- 
vate sector banks like ICICI Bank and 
HDFC Bank are focusing on fee-based 
income, SBI has failed to catch up with 
its competitors. Also, with the Basel II 
norms now in vogue, the bank has been 
under intense pressure to shore up its fi- 
nancial health in order to adhere to the 
stringent global standards. Alarmed by 
the bank’s consistently poor show, the 
new, majority shareowners of the bank 
have made no bones about their wish: 
SBI needs to revamp its business model. 
“There is apprehension that India’s larg- 
est banking group may slip on the bank- 
ing sweepstakes in three years or so”, 
comments The Economic Times in its is- 
sue dated July 24, 2006. It reports fur- 
ther that the government has asked 
SBI's top management to take a hard 
look at its existing business model and to 
make a course correction if need be after 
an internal review, which identified SBI 
along with a clutch of other PSBs for scal- 
ing up performance levels. 

However, for the country's largest 
commercial bank, it would not be easy to 
transform the banking behemoth, which 
is over-saddled with large employee 
overheads, hence, low productivity, and 
suffers from lack of autonomy. These fac- 
tors put the sleeping giant in a disadvan- 
tageous position vis-à-vis its private sec- 
tor peers, as well as threaten to mar its 
prospects as it looks to expand beyond 
the boundaries of the domestic market. 


SBi turns 200 

SBI, with an asset base of close to 
Rs. 500,000 cr in the FY 2006, is 
unarguably the largest commercial bank 


INTERVIEW 








SBI 





— Prof. Sebastian Morris 
Indian Institute of Management, Vastrapur, Ahmedabad. 


~ Aründitya Sahay 
Professor, Strategic Management & 


Chairman, Center for Enterpreneurship Management Development Institute, MDI, Gurgaon. 


1. How do you see the existing business model of State Bank of India? 

Do you feel this model is fast losing relevance today? 

Prof. Sebastian Morris: I am not too sure that the SBI has 

had an entirely free hand in determining its model. I don’t 

blame the managers who I know are most capable and a staff 
whose potential is immense. The questions to ask are: 

s Does SBI have the freedom to reward its staff and man- 
agers differentially, based on the scarcity of the skills and 
on performance? 

= Does SBI have the autonomy to determine its product 
market choices, including the much discussed matter of 
branches? 

= Can SBI have substantial recruitment laterally to build 
skills in areas that it may be weak or lacking? 

= Can SBI say no to directed credit targets and to substan- 
tial changes in its portfolio, boldly? 

= Can any manager without much stress refuse a recom- 
mendation of a minister/MP/senior civil servant with re- 
gard to a loan application? 

Clearly, the answer is no to each one of these since neither 
the Department of Banking, Government of India (Gol) nor 
the RBI, especially the former, really want to give up the 
power of interference. 

Arunditya Sahay: The organization is like an elephant. 

Moves very slow. In fact, as Chairman and Managing Director 

of Scooters India, I dealt with the bank on various corporate 

matters. While none wanted to take the decision at local 
headquarters at Lucknow and all bigger issues were referred 

to Bombay even though it was within the powers of LHO, I 

came across a team of CGM and GM who were quite different 

from the normal culture prevailing in SBI. In fact, the histori- 
cal turnaround of Scooters India Ltd. was because of their out- 
of-box thinking and taking entrepreneurial risks. 


2. How do you see the adverse remarks of the Ministry of Finance, 
Government of India, regarding the need to adopt a new business model 
replacing the existing one? 

Prof. Sebastian Morris: It is not the business of Gol to tell 
SBI or any PSU what business model to adopt; but merely to 
set the policy and the governance framework right so that 
such businesses do what is right and good for society and the 
economy. 

Arunditya Sahay: I feel the government should be kept at 
arms length. It should not be allowed to interfere. Whatever 
policy intervention the government wants, it should do 


through its director nominated on the board or its voting 
rights in AGM. 


3. Do you think that the lack of exposure to the retail segment is hurting 
SBI's growth? 

Prof. Sebastian Morris: Not really; but that is for SBI to 
decide. For instance, they could decide to vendorize the small 
branches by establishing licensed/contracted kiosks. Many 
other options are available to reduce the cost of retail banking 
in far flung areas; now, this cannot come by diktat, but by 
creating a truly competitive environment and not by fudging 
the spread to improve the profitability of banks, which is what 
government policies have been. 

Arunditya Sahay: Yes, it is. 


4. How do you see SBI's financial performance vis-a-vis its competitors? 
Arunditya Sahay: SBI has disappointed its stakeholders in 
comparison to banks like ICICI, HDFC, etc. 


5. Do you think that SBI needs to revisit its strategy of having a branch at 
avery place, by which it is adding to its fixed cost? Do you think they 
should adopt the outsourcing model? 

Arunditya Sahay: Certainly, SBI needs to revisit its strat- 
egy and change its Mission, Vision and Values and Strategy. 
They need big investment in IT, induction of youth and reduc- 
tion of manpower; especially, those who cannot adapt them- 
selves to new IT environment. In their semi-urban and rural 
branches, they need to change the system and educate both 
their employees as well as customers to be IT-savvy. Instead 
of surrendering these branches, they should make them prof- 
itable by sub-letting. 


6. Any other suggestions? 
Prof. Sebastian Morris: Government could have 


— incentivized directed credit and allowed explicit tradability 


between bank of the same; acted against the cartel that is 
known as Indian Banks Association; divested substantially 
from the PSU banks, and in any case not allowed the regula- 
tor, i.e., RBI, to own the banks which it itself regulates. Simi- 
larly, why not deregulate deposit rates? It could also have 
granted banks the freedom to hire and pay what they thought 
fit, including incentives for market development. 

Arunditya Sahay: They should not depend heavily on the 
treasury business. They must transform themselves from 
government-centric to customer-centric organization. 
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Catching Up to Do: SBI Lags Behind 








in the country. The bank traces its roots 
to the early 19 century, when it came 
into existence on June 2, 1806, as the 
Bank of Calcutta, which was later re- 
christened as the Bank of Bengal. Two 
other Presidency banks, namely, the 
. Bank of Bombay and the Bank of Ma- 
dras, were later amalgamated into the 
Bank of Bengal in 1921. The merged en- 
tity later came to be known as the Impe- 
rial Bank of India. In 1955, the RBI took 
controlling stake in the Imperial Bank of 
India, and renamed it as the State Bank 
of India. Ever since, the SBI and its seven 
associate banks have ruled the roost. 

However, the banking giant is facing 
mounting challenges on several fronts. 
Competitive pressure has only increased, 
with tech-savvy rivals like ICICI and 
HDFC Bank snapping at its market 
share. SBI's market share has shrunk to 
17% now from more than 19% a few years 
ago, which also indicates its shrinking 
pricing power. 

Another fallout of the heightened com- 
petition has been the decline in the net 
interest margin (the net of the interest 
earned on loans and that paid on depos- 
its). The bank’s NIM of 3.40% has more or 
less remained the same during the last 
two fiscals (see table: Key Financial Indi- 
cators). The situation is not comfortable 
even when it comes to meeting stringent 
Basel I] norms in terms of key perfor- 
mance indicators like the Capital Ad- 
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equacy Ratio. The bank's CAR has consis- 
tently been declining over the last two 
years; it fell from a high of 13.53% (its 
highest in the last five years since FY'02) 
in FY'04 to 11.88% in FY'06. The perfor- 
mance on measures like Return on Assets 
(RoA) and Return on Equity (RoE) were 
shoddy with both ef them declining during 
the said period; while RoA slid from 0.99 
to 0.89%, RoE fell from 18.105 to 15.47% 
during that period. Even on other param- 
eters like the cost-income ratio and yield 
on the deployed resources, the bank’s per- 
formance has been declining. The bank’s 
first quarter results for the current fiscal 
2006-07 further extend its disappointing 
performance. The bank reported a loss of 
35% in its net profits on account of rise in 
staff costs (by 18%) and taxes (by 68%). 
Besides, the performance was also af- 
fected due to lower treasury income (fell 
20%) as bond yields rose 60 bps in the 
April-June 2006 quarter: the bank holds 
more than a third of its deposits in govern- 
ment bonds. However, the only saving 
grace was the net interest margins, which 
the bank managed to grow, owing to its 
access to cheap savings bank accounts 
through its more than 9,000 branches, 
which helped it to buck the sector. 
However, as they move forward, the 
banks (SBl in particular) are going to face 
increased pressure, owing to the changing 
business environment and interest rate 
scenario. Hardening of interest rate is go- 





ing to cause problems to banks with sig: 
nificant exposure to treasury operations. 

Another challenge facing the bank 
would be on account of consolidation in the 
banking sector, which is expected to gain 
momentum post-April 2009, when the re- 
strictions on foreign banks would be re- 
moved. This would only increase the com- 
petition as foreign banks, which today ac- 
count for a meager 546 of total deposits 
and 846 of total advances in the sector 
(and which have so far been restricted 
from expanding their operations in the 
country in a major way) would go on the 
offensive to consolidate their presence in 
the country. This consolidation would give 
the banks a much needed geographical 
presence and, in turn, economies of scale 
and improved efficiency. In such an envi- 
ronment can SBI afford to be left behind? 
Probably not! While SBI is undoubtedly 
the largest bank in the country, when it 
comes to global size and scale it lags far 
behind even some of its Asian rivals. For 
instance, according to a study by Business 
Standard, in comparison to Bank of 
China, which is the 11" largest bank in 
the world, in terms of assets, SBI is a dis- 
tant cousin, ranking 93". Further, in 
terms of asset base, the Chinese banking 
behemoth is almost five times bigger 
than SBI ($516 bn vs. $110 bn, in FY'04). 
On the basis of another parameter, tier I 
capital, which gives an indication about a 
bank's size and its ability to take risks, 
Bank of China is a much bigger rival 
($34.8 bn vs. SBI's $5.8 bn). In fact, as the 
study suggests, Bank of China's tier I 
capital almost matches that of the entire 
Indian banking industry. 

Further, consolidation would also 
help domestic banks to meet their capital 
requirements post-March 31, 2007, when 
the Basel II norms come into effect. Fur- 
ther, as experts opine, with the estimated 
capital infusion for banks pegged at 
Rs. 42,000 cr by March 2010, consolida- 
tion could come in handy as banks look to 
shore up their capital base. Besides, con- 
solidation can also be used in a way to 
mitigate risk through diversification of 
credit profiles. 

"This could also see several new busi- 
ness models emerging, with the thrust of 
product innovation, new delivery channels 





Chennai Petroleum Corporation will be 
TEN, ond. class err compa 


Silently moving towards its Vision....CPCL 


Chennai Petroleum Corporation Limited (CPCL) was conceived as a 


grass root refinery in 1969 with a modest installed refining capacity of 
2.5 MMTPA. Building on the foundations of the past, and true to its 
vision, CPCL is today the largest refining corporation in South India, 
with acombinedinstalled refining capacity of 10.5 MMTPA. 


CPCL, while constantly adopting the state of the art technology, has 
ensured products of high standards meeting the stringent Bharat 
Stage II and Euro III equivalent norms. Operating over 100% of the 
capacity and achieving higher profits year after year, CPCL will not 
only continue to fuel the future significantly but also play a major role in 
conserving the environment. 


At Chennai Petroleum, the pursuit of excellence is a three-point 
programme - Dream.... Achieve.... Excel. 


7. 


CPCL 





wu» 


Chennai Petroleum Corporation Limited 
(A group company of Indian Cil) 


536, Anna Salai, Teynampet, Chennai - 600 018. 
Visit us at : www.cpcl.co.in 


Energy. Synergy. 











ICFA 





BUSINESS SCHOO 


HYDERABAL 


Contemporary curriculum and courseware 
Residential program 

Indian and international faculty 

Local and global perspectives 

General management focus 

Wide range of electives 

Continuous evaluation 

Case-based learning 

Leodership training 

Business modeling and simulation exercises 
Experience and knowledge sharing with peers 
Consulting projects 

Eligibility: Graductes with three or more years of 
work experience in an executive position 





Realize your full potential. 





pgp.exe 


Executive PG Program 
Creating tomorrow's decision-makers. Today. 








The Executive PG Program is an intensive one-year residential 
program in management from the Icfai Business School, Hyderabad, 
for executives with work experience. 


In addition to managerial skills, the program emphasizes the 
development of life and leadership skills, for a successful and fulfilling career. 


Selection: Based on performance in the Executive Business Aptitude Test (EBAT) 2006 
and Interview. GMAT scores are also accepted (IBS GMAT Code: 7061 J- 


EBAT 2006: December 24, 2006 (Sunday) 10.00 am-1.00 pm at 104 test centers all over inc 
Program Begins on : May 01, 2007 Ends on : April 15, 2008 





———————————————/J—H————)Ó—————————————ÁÀ"——————————ÓJJ— "sss 


SBI 





and improved productivity," say the bank- 
ing industry experts. 

Also, SBI has been slow to respond to 
changing market dynamics. While lead- 
ing rivals have been quick to increase 
their exposure to lucrative areas like fee- 
based income and treasury operations, 
SBI has lagged behind. The analysts 
opine that SBI needs to develop strate- 
gies, which could help it transform itself 
into a bank with a customer-centric busi- 
ness model. Further, it needs to 
strengthen its position with increased 
customer base without compromising on 
the quality of services offered. 


The challenge for SBI lies in improving 
its productivity, which remains low in re- 
lation to global standards. Technology 
can play a crucial role here. While the 
bank has successfully deployed IT (the 
bank has achieved 10046 computeriza- 
tion and 8,042 group branches out of the 
group's 13,919 branches are on the core 
banking platform), and is now interfac- 
ing with millions of its customers, it now 
needs to harness the potential of technol- 
ogy in areas such as risk management. 





SBI, which so far has enjoyed enormous 
advantage over competition by virtue of 
its relatively lower cost of funds and 
wider reach has, however, been countered 
well by foreign banks owing to their supe- 
rior technology. “One way of combating 
competition and regaining the market 
share could be putting in place the right 
technology platform," suggests the Busi- 
ness Standard report. The early adapta- 
tion of latest technology will give an edge 
over others in a cut-throat market place. 
Moreover, with customers becoming 
more aggressive in demanding in their 
needs, banks have to deliver 24/7 
through multiple channels keeping up to 
their satisfaction and it is applicable to 
SBI as well. 

Profit is the reward for taking risk; 
however, it is here that SBI faces signifi- 
cant challenges as it lacks the autonomy 
to venture into areas which though risky, 
fetch handsome rewards. Nevertheless, it 
is not going to be easy given that most of 
the top brass at SBI don't enjoy long ten- 
ures. According to a former top official of 
the bank, while in banks like ICICI, which 
has seen only two CEOs in the last 20 
years, SBI has had close to half-a-dozen! 
This discourages taking a long-term view 
and, hence, risk-taking ability. Experts 
suggest that longer tenures of a minimum 
of five years could be given to a CEO so as 
to facilitate the risk-taking ability. 


Cutting through the clutter 


SBI's complex organization structure is 
much to be blamed for its poor run of 
show compared to its competitors, say 
experts. For instance, a study by Busi- 
ness Standard, says that SBI literally 
runs 13 banks with each of these 13 
circles as big as some of the smaller pub- 
lic sector banks. It further says that 
there are six banks within the bank, each 
of which takes care of businesses of very 
large corporations, medium corpora- 
tions, small business units, agriculture, 
government business and retail loans 
(including mortgages). The study says 
that very few banks in the world have 
such a huge brick-and-mortar network. 
Nonetheless, this has not pushed banks 
to the top league in the global arena. In- 
stead, it has been slipping down the or- 


der. For instance, SBI has been consis- 
tently losing its global ranking; slipping 
11 slots in 2004-05 to 93" position from 
82™ rank in 2003-04. Further, on the ba- 
sis of assets, its global position in 2005 
was 84; on profits on average capital, 
104, and return on assets, 407, the study 
suggests. Even on the domestic turf the 
bank has been losing ground to rivals in 
terms of market share. For instance, the 
bank, which enjoyed a market share of 
22.596 of the total banking sector in the 
country in 2002, shrank to 20.2% in 
2005, the study says. Similarly, the re- 
port further highlights, SBI's share of 
advance portfolio came down from 
18.7396 in 2002 to 17.7396 in 2005. How- 
ever, the sharpest fall in market share 
was sighted in the total asset category, in 
which the market share of SBI dropped 
by three percentage points between 2002 
and 2005— from 22.71 to 19.72%, says 
the report. This only underlines the need 
for a lean and mean structure to make 
the giant leap and not totter along. 


new avenues 

Banks need to find opportunity at the 
bottom of the pyramid to expand the vol- 
ume of business. Profitability can be in- 
creased only by finding newer avenues for 

deployment of funds. 
- P Chidambaram 
Finance Minister, India. 


Given the fact that one out of nine 
human beings is an Indian villager, with 
almost 7096 of them not having any bank 
account where savings and investments 
are in the shape of gold, and more often 
loans coming from moneylenders, SBI, 
being the leading banker in rural India, 
is aiming to replace every thumbprint 
with a debit card, and to make available 
the insurance products on the counter of 
kirana shops. The bank is transforming 
itself into a friend, who can advise them 
on their financial planning at their vil- 
lage choupal. 

Experts opine that to capitalize on 
its huge rural network, SBI needs to shift 
its focus on the agriculture sector. As a 
new breed of “Agripreneurs” is emerging 
— people are taking steps into the agri 
business arena. Hence, there is a need to 
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innovate a viable funding mode! for this 
priority sector, for which credit flow is 
critical. Further, as experts opine, SBI 
should also look forward to expand its 
business activities into areas like 
bancassurance, wealth management 
and private equity opportunities. These 
would certainly add topping to its cake 
rather than plain vanilla lending and 
borrowing. 

In fact, it can also take a leaf out of its 
rivals’ bocks. A look at the business mod- 
els of private bankers like ICICL, HDFC, 
Citibank and HSBC clearly suggest that 
they aim to scan the top and plunge into 
the middle, serving as a one stop destina- 
tion for their potential investors, better 
understood as the investment bankers 
who are lending to the growing consumer 
class and working as wealth managers for 
the fabulously rich. “You ought to have a 
commercial justification for doing a busi- 
ness”, K V Kamath, ICICTs Chief Execu- 
tive, said in an interview. ^You ought to 
then be able to scale it up." These words 
are more than enough for a seed to take 
root and spread cut. It was mandatory 
under government rules for banks to go 
rural and to set aside the immense share 
of their overall lending to cater to the so- 
called "priority sectors" in rural India. But 
ICICI changed its perception and ac- 
cepted this as an opportunity and ex- 
plored the obligation further to turn it into 
a profit-making center and developed a 
strategy to serve the rural poor. ICICI ini- 
tiated its strategy by making its rural 
banking a stand-alcne division. The bank 
now aims to tap rural India implement- 
ing innovative new business models with 
technology as the backbone. C K 
Prahalad, in his book, The Fortune at the 
Bottom of the Pyramid, praises ICICI as 
"a pioneer" for developing “radical tech- 
nologies" and "creative approaches" to 
serve the world's poorest consumers. 

Nevertheless, the PSB giant, SBI, is 
working on various strategic models to re- 
tain its leading position, embarking on 
various strategic moves, capitalizing on 
various factors like technology, network, 
retail advances, managing cost, and prod- 
uct innovation, which result in minimiz- 
ing the fixed costs and the cost per trans- 
action. SBI is also innovating products to 
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capture customer “mind share” to begin 
with and later the wallet share. The bank 
with the largest network is looking for- 
ward to invest in the state-of-the-art tech- 
nology, which could prop it up ensuring re- 
liable service delivery along with its sales 
structure as it will mobilize low-cost cur- 
rent and savings deposits. SBI is realiz- 
ing the need to make aggressive forays 
into the retail segment of home and per- 
sonal loans. 

As analysts suggest, SBI can explore 
various business models by watching 
closely the new interesting trends like re- 
verse-engineering from the consumers’ 
problems by offering them a basket of 
banking products to cushion them against 
their day-to-day problems and financial 
misfortunes; or by creating new organiza- 
tional models within the company having 
multiple global business units. By cutting 
across the global business unit and geo- 
graphic dimensions, they can develop a 
series of teams or bundled resources cre- 
ating incremental revenue opportunities. 
The goal of the madel is to improve cross- 
selling processes and results, and to place 
the appropriate level of consistency and 
importance on major customer relation- 
ships. By presenting one face to the cus- 
tomer, an organization can dramatically 
increase its cross-selling opportunities. 

Experimenting with face lifting, SBI 
needs to look for the cause of retail inves- 
tors’ problems rather than simply mitigat- 
ing the symptoms through risk manage- 
ment. SBI should make sure that the fac- 
tors which contribute to the default on 
loans by both urban and rural customers 
are not ignored. In spite of this, they should 
offer to protect debtors against bad times 
that spoil their financial planning and 
make them default on the loans: SBIs of- 
ferings to these consumers must turn up 
and deliver when their luck does not. 


Target 2010 

SBI is shifting sights rapidly as the compe- 
tition is heating up due to financial liberal- 
ization, and to enjoy the long-term 
sustainability the sleeping giant needs to 
benchmark itself against the best in the 
world. SBI needs to prioritize issues like 
profitability, efficiency and technology, 
while at the same time exploiting econo- 


mies of scale through consolidation and 
exploring available cost-effective solu- 
tions. The behemoth is slowly, but surely, 
waking up to the ground reality. In a major 
step towards cementing its position in the 
fast growing retail loan segment, the bank 
has decided to set up Strategic Business 
Units (SBUs) and centralized processing 
and credit approvals. To diversify its busi- 
ness, it has decided to get into the lucrative 
venture capital business. It is also plan- 
ning to enhance its focus on fee-based in- 
come, besides de-risking its investment 
portfolio and building alternate delivery 
channels. 

With globalization becoming more than 
a reality now, the banking juggernaut 
knows that if it needs to be in the race it has 
to have a wider canvass i.e., it needs to have 
a global presence to compete with global gi- 
ants like Citigroup and HSBC. Having real- 
ized that the bank aims to emerge as a ma- 
jor global player in the days to come, it al- 
ready has started a small global presence 
through its network of subsidiaries that in- 
clude SBI (Canada), SBI (California), Indo- 
Nigerian Bank and SBI International 
(Mauritius) Ltd.; besides joint ventures 
with Nepal SBI Bank Ltd., Bank of Bhutan 
and Commercial Bank of India, Moscow. It 
has recently made its foray as a full-fledged 
banking entity in China, though it had been 
operating a representative office there since 
1997. However, it knows that to play it big in 
the global arena it needs to match the size 
and scale of the global biggies. In order to 
achieve that, the bank aims to break into 
the league of top 50 global banks and among 
the top five in Asia in terms of assets and 
tier I capital by 2008. 

However, for the banking juggernaut, 
which targets a market share of 25% and 
profits of 90 billion by March 2010, it’s 
going to be nothing less than a Herculean 
task; that too amidst the likely fear of 
increased intervention from the govern- 
ment, its new master. Nevertheless, 
given SBI’s recent penchant for surpris- 
ing others, it may well be reaching that 
milestone, while continuing to surprise 
many in the process! ʻA 

Amit Singh Sisodiya 
and Ankur Gupta 
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“ Environment friendly", “near to nature", "back to the basics" 
"Green is in" - are no new addages with KVI products since 
these features come naturally to them. A wide variety of 
artefacts to choose from these are delicate, aesthetic, 
exquisite, ethnic and utilitarian. And the consumer items 
are the last word in purity, genuineness and nutrition. 


The KVIC’s emphasis on quality rather than quantity 
makes them unique items. That is why they are sought after 
by all those who are for good quality, healthy and nutritious 

items and are going places these days with 
their export potential. 
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Art: The Craft of the "Beautiful" 


“Transformation of impression into expression is art", and experiencing the rhythm balance and proportion behind 
it transports a man into a state of “sublimity”. 


ff an, it is often said, cannot live with 
| ood alone. It doesn't, however 
mean that he can live without food. Simi- 
larly, he cannot live with “thinking” alone. 
Nor can he live without "thinking". If a 
man lives only with thinking, he could at 
the most evolve into a “rationalistic-ana- 
lyst”. But he cannot acquire rasanubhuti — 
the art of experiencing the beauty of arti- 
facts. It means, if a man had only "intellect 
and knowledge", his ability to experience 
ananda — "bliss" — remains dormant. He, 
therefore, remains "incomplete". It is only 
when the ability to “think logically” and the 
ability to “experience beauty” are in equi- 
librium that the man’s living becomes 
samagra — “full”. 

It is from this samagra — “fullness of 
life” — that the acumen of man for creation 
surfaces. And the “perfection” that 
emerges thus in whatever creation that 
man attempts, becomes art. That's why 
Thomas Aquinas said: “Art is simply a 
right method of doing things”. 

Art is created by man. And man is also 
a social creature. Therefore art, to a great 
extent, is the outcome of the society. But 
society is the creation of man as much as 
art is the creation of man. Doesn't it there- 
fore mean that society is the output of art? 
Whether it is true cr not, one thing :s cer- 
tain: art for its survival and growth relies 
on the society as much as the society relies 
on art for its sustainability. 

That is why, perhaps, historians con- 
sider art as a great chronicle of human ex- 
perience: its reflections of the beliefs and 
fears, the joys and sufferings and life and 
death. Simply put, art, in its highest and 
refined manifestations, is life at its best. 
And all this “distilment and refinement" — 
of beauty in sculpture, poetry or music and 
whatsoever form of art it is — is brought into 
existence by the artist, while the “experi- 
ence" and the accompanying empathy with 
the beauty in the refinement is that of the 
society. Thus, an artist stands between art 
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and enjoyers of art. Hence, man becomes 
the critical entity for the existence of both 
art and society. 

In reality, an artist essentially sculpts 
an artifact for his own bliss. And yet the 
artifact remains internal to an artist till 
its creation but once created it becomes the 
possession of the society. That could be one 
reason why during the days of Stone Age 
‘art’ remained as a property of society than 
that of an individual — its creator. Indeed, it 
was said that in those days that it was for 
the benefit of the society that art was prac- 
ticed. An artist drawing the figure of an 
animal before the tribe set out for hunting 
is the best example of the social cause that 
the art of those days expounded. That's 
why what Bradley said: “Man is not man 
at all unless social; but he is not above the 
beasts unless he is more than social", is 
equally applicable to art. 

"Living" sans vedana — agony and 
samvedana — ecstasy is not living fully, 
for when these two are absent there is no 
rasanubhuti — experiencing of art. Sans 
rasanubhuti, life becomes dry — remains 
an unquenchable thirst — which means 
no bliss. It is to evoke and fulfill these 
desires that the artist creates artifacts. 
But the inability to enjoy art is a handi- 
cap and this well echoes in what Darwin 
said: "Formerly pictures gave me a con- 


siderable delight. But now I have almost 
lost my taste for pictures. The loss is a 
loss of happiness and may probably be 
injurious to intellect and more probably 
to moral character". 

Rasanubhuti — the "ability to experi- 
ence the beauty of art" confers on man- 
kind “psychical distance", said Edward 
Bullough. There is an excellent descrip- 
tion of this phenomenon in one of the 
scenes of the ancient drama of India - 
Mrichakatika. One night a thief enters the 
house of Charudatta — the hero of the 
drama — by making a hole in the wall and 
steals all his valuables. Getting up next 
morning Charudatta realizes that he lost 
all his possessions. In the meanwhile, the 
beauty of the hole made by the thief in the 
wall attracts the attention of Charudatta. 
Forgetting the sorrow of losing every valu- 
able in the house, he stands still staring 
at the hole: he appreciates the cuts, 
angles, lines — straight lines, perpendicu- 
lar lines, curvatures — and the very perfec- 
tion associated with the hole. Indeed, the 
beauty of the hole makes him happier 
than the sorrow of the losing valuables. 
Rasanubhuti, thus, transforms a man 
from a "materialist status" into a rasajna 
— a seeker of aesthetic pleasure. 

Art and the ability to experience its 
beauty thus transports one from the mun- 
dane state — of competition, market dif- 
ferentiation, profit margins, 
sustainability of market share, and all 
those anxieties associated with the ulti- 
mate bottom line — to a state of “sublim- 
ity’ — a state in which everything is at ease 
with itself, in harmony sans incongruity. 
No resonance, no disharmony - only pure 
stithaprajna — a state of equanimity! 

And that is art, the ability of experi- 
encing art and the resulting divine state 
of brahmhananda — bliss! «^ 


— GRK Murty 
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In the real world, management is not marketing 


management. It is not financial management. Nor is it 
ro iC ra m Operations management, or even human resource 
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2 year, Full-time, Campus Program ENSE Doni ae 
: P 9 In the real world, managers must bring together and 
2 0 0 7 - 0 £i integrate their knowledge and skills in all these areas, if 


they are to be effective. 

Designed with inputs from successful managers, the PG 
program at the Icfai Business School embraces this reality. 
While IBS students are taught marketing, finance, and other 
subjects, the thrust of the program is on providing an 
integrated approach to management. 

IBS does this by providing a carefully designed curriculum, 
structured into foundation, basic, functional and capstone 
courses. By making possible extensive interaction between 
IBS students and industry leaders, through seminars, 
conferences and guest lectures. And by making case studies, 
simulations, real-life projects and group assignments an 
integral and significant part of the PG Programs curriculum. 
In recent b-school surveys, IBS bas been ranked among the 
top business scbools in India. More tban 9500 IBS alumni 
are currently pursuing successful and cballenging careers at 
over 850 blue-chip organizations in India and road. 


For more information and the IBSAT Bulletin (Rs. 900) Icfai Business School 


(by Cash/DD in f/o "Icfai A/c IBSAT 2006 payable at Hyderabad), 
please contact: Campus Programs Admissions Department, Aspire. Achieve. 
45, Nagarjuna Hilis, Panjagutta, Hyderabad 500 082 

Tel: 040-23435328-30, 45; Fax: 040-23435347/48, I< ZA 
E-mail: cpadhqG icíai.org 





BUSINESS SCHOOL 
www.ibsindia.org 










Online Registration at : www.icfal.org/ibsat 


IBS Admission Test: December 17, 2006 at 173 test centers all over India. 


ICFA! Case Studies are available at www.icmr.icfai.org, Asia s largest electronic repository of management cases. 
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The Reserve Bank of India 


The Inside Story 


Dez the history of an institu- 
tion, particularly a premier one, is in 


a way a unique proposition in that it has 
objectives rather different from other 
forms of the same genre. This is because 
writing institutional histories inevitably 
have an underlying objective where the 
micro aspects of the history of the institu- 
tion are traced against the background of 
a larger context, usually the politico-socio- 
economic canvas of the country. This en- 
ables the authors not only to unveil how 
the institution responded to the trends 
and currents prevailing at different peri- 
ods of time, but also how the policies it 
formulated were able to impact the na- 
tion, in turn. Another important fallout is 
that such works leave behind valuable 
lessons for posterity. 

This makes it necessary to keep two 
things in mind. One is to break up the flow 
of the documentation process into differ- 
ent periods, not only to bring out the differ- 
ences between one milieu and another 
very sharply, but also to highlight the evo- 
lution of the institution in terms of its own 
philosophy and outlook. This approach 
also brings out the contribution of the in- 
stitution to the nation during different 
periods of time, as also the challenges it 
faced during each of these periods. The 
other approach is to distance the docu- 
mentation process sufficiently from the 
period covered so that the authors can 
adopt a proper historical perspective. 

It is precisely in this spirit that the 
history of India’s apex bank, the Reserve 
Bank of India, has been documented. 
Three volumes covering the periods from 
1935 to 1981 have been released as of 
now, with Volume 1 spanning the period 
between 1935-1951, Volume 2 the period 
between 1951-1967 and Volume 3, which 
was released recently by Prime Minister 
Manmohan Singh, covering the period be- 
tween 1967-1981. The first volume fo- 


Pages: 1197 
Price: Rs. 1,300 
Publisher: The Reserve Bank of India 


cuses on the early years of the RBI against 
the backdrop of a newly emerging 
economy in the years immediately follow- 
ing independence. This is a period charac- 
terized by incredibly low levels of govern- 
ment borrowings, an issue which became 
a major bone of contention subsequently, 
often playing havoc with monetary policy. 
The second volume brings out the evolu- 
tion of the bank into the role of economic 
and public policy formulator in a regime of 
planned economic development. 

The third volume, at which we are 
taking a look here, deals with a water- 
shed period that saw the epoch making 
nationalization of banks. Quoting from 
the book itself, “The nationalization of 
14 banks in 1969 was the defining eco- 
nomic event of not just the 1960s, but the 
next three decades. Its reverberations 
have still not died down. It remains, 
without doubt, the single most impor- 
tant economic decision taken by any gov- 
ernment since 1947. Not even the re- 
forms of 1991 are comparable in their 





consequences.” It also covers very impor- 
tant issues that were responsible for 
changing the course of economic events 
themselves, for the first time, like the 
politicization of the Budget during Indira 
Gandhi's regime, the dominance of fiscal 
over monetary policy, the breakdown of 
the Bretton Woods system and the emer- 
gence of floating exchange rates. Most of 
these events are historical and evolution- 
ary in nature, and yet contemporary to 
the core in their relevance. This is be- 
cause the impact in most cases continues 
to exist with us even today. The parts of 
the book that talk of the external sector 
give deep insights into issues about 
which very little have been written. 
There is a need to take a look at the 
researcher and authorship profile of this 
volume. While overall guidance was pro- 
vided by Dr. C Rangarajan, Chairman, 
Economic Advisory Committee to the 
Prime Minister, the actual task of writ- 
ing the book was placed with a team of 
experts headed by former Executive Di- 
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rector of the Bank, Dr. A Vasudevan, 
alongwith Dr. (Ms.) C J Batliwala, while 
Mr. TCA Srinivasa Raghavan took up 
the task of rewriting and editing parts of 
the volume. This change took place after 
the sudden demise of distinguished eco- 
nomic historian Dr. S Ambirajan, who 
had initially been entrusted with this re- 
sponsibility. 

When the writing of an institution's 
- history concerns the central bank of a coun- 
try like the Reserve Bank of India, some 
special responsibilities devolve on the re- 
searchers and authors. Central banks the 
world over discharge the primary functions 
of maintaining monetary stability. But 
central bankers in developing economies 
have an additional role to play, which is a 
developmental one. The authors and re- 
searchers, therefore, many of whom are 
central bankers themselves, have to look 
dispassionately and far beyond the mere 
narration of events to assess whether the 
apex bank could indeed respond sensi- 
tively and effectively to the evolving bank- 
ing needs of a developing economy. That 
implied finding out whether it could ensure 
a wide enough outreach of regulated credit 
to credit-starved sectors in the economy at 
a time when government borrowing was 
crowding out credit demand from the non- 
government sectors. It was also necessary 
to take a hard Jook at whether the central 
bank was being able to reconcile well 
enough the fine balance between the 
gradual onset of deregulation and the resi- 
due of protectionism—either suasive or 
regulatory—that still had to be main- 
tained to ensure that the benefits of an ever 
expanding banking outreach was indeed 
benefitting all sectors of the economy. 

That the authors have succeeded in 
providing highly revelatory insights in 
many of the chapters is hardly debatable. 

Chapter 1, “The Defining Event” is a 
detailed and interesting insight into the 
circumstances that led to the nationaliza- 
tion of 14 banks in 1969 (replete with the 
responses of industry), and many of the 
other chapters, written in impeccable, in- 
telligible, lucid prose have a generous 
helping of literary flavor in the backward 
and forward movement captured in the 
responses and counter responses of vari- 
ous segments of people to the issue of na- 
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tionalization, which gives the narration 
its depth. The then Prime Minister Indira 
Gandhi's statement that she was not in 
favor of nationalization but was coerced 
into it by her opponents is a major revela- 
tion, at the same time making one wonder 
with how much real conviction she had ac- 
tually made the statement. 

The next two chapters, “Banking Ex- 
pands" and “ To Whom To Lend, How 
Much and How" and a subsequent chapter, 
“The Bank and Farmers" answer many 
aspects of the first two issues mentioned in 
the last paragraph. “To Whom To Lend, 
How Much and How" outlines in detail the 
evolution of priority sector lending, differ- 
ential rates of interest and the irregulari- 
ties that were characterizing these 
schemes. There are also references to the 
Lead Bank Scheme that was launched in 
the 70s It is interesting to note that the 
easing out of cash credit in favor of demand 
loans that took place only in 1995 had its 
origins in this period itself. 

Observant readers would be quick to 
note that the prolonged time lag between 
the period covered and the release of the 
volume concerned. Yet, the timing of the 
release in all three instances has been 
strategic in that this not only gave re- 
searchers enough time to compile the 
vast amounts of data and analyze them 
in depth, but also distanced the authors 
sufficiently from the periods they were 
studying so that they could adopt a truly 
historical perspective in their study. The 
impression would have been too over- 


powering to afford the required perspi- 
cacity, had there not been this time inter- 
val between the periods covered and 
their chronicling. 

The other crucial impact such works 
have— and this may not necessarily be a 
stated objective but is almost always in- 
cidental—is that it eliminates some 
misconceptions and nebulousness that 
exists in the minds of even the intelligen- 
tsia about the way a central bank works 
and why central bankers do what they do. 
Central bankers the world over are inar- 
guably a reticent lot. Perhaps a lot of this 
reticence is due to the impact that even 
the public utterances of their personal 
opinions often have on the markets. Or, it 
could also be due to the effect an inadvert- 
ent but premature hint of some policy de- 
tails on the anvil might have on the entire 
financial sector. Such histories of the cen- 
tral bank which inevitably focus on its 
workings in an episodic manner, often end 
up explaining away many communication 
gap-generated misconceptions. The time 
interval is an advantage here, too, be- 
cause it sweeps away these misconcep- 
tions without causing any embarrass- 
ment either to the apex bank itself, its 
opponents, or, even its most vitriolic crit- 
ics because time numbs the most highly 
strung of emotions. Also, the changed cir- 
cumstances that prevail at the time of 
documentation often bring out a degree of 
candour expressed publicly that would 
have been quite unimaginable at the time 
the event actually happened. 

A case in example are the references 
to the differences between the govern- 
ment and the Reserve Bank top officials 
on the issue of setting up overseas 
branches by Indian banks during the 
70s, which have been narrated with re- 
freshing frankness. In Vol 3, Chapter 4 , 
“Venturing Overseas” the authors say 
“What was perhaps most vexatious for 
Reserve Bank was the government issu- 
ing a letter on June 6 to all leading 
banks, informing them about the (pro- 
ceedings at the) 25 May meeting. This 
should have emanated from the Bank 
(the RBI). The situation was exacer- 
bated by the government conveying its in- 
tention to hold inter-departmental com- 
mittee meetings to consider applications 
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from public sector banks to open 
branches abroad." The entire chapter 
talks about instances of volte face on the 
part of the government on the issue, bro- 
ken promises, till in a sudden decision, 
the central government zeroed down on 
the Ministry of Finance as the foca! point 
for opening overseas bank branches, 
thereby, decimating the role of the RBI. 
The entire episode, which appears to have 
continued even after the Janata Dal came 
into power in 1977, gives us a very valu- 
able and sharp insight into the hegemony 
and interference of the government on 
matters in which the central bank should 
logically have had the final say. The choice 
of words are extremely suggestive of the 
opinions they convey —the author does not 
mince words—and succeeds in saying 
whatever he sets out to say, very effec- 
tively. Now, one cannot say with toe much 
conviction that this episode would have 
been written about equally frankly at the 
time it happened. This frankness, ex- 
plained by the caveat that the opinions 
are those of the authors and not necessar- 
ily of the Bank itself, reveals the new 
found openness of the RBI that is almost 
private sector-like. This would not have 
been possible 15 years ago, making the 
entire exercise meaningless. 

There are other sharp insights, in the 
introduction itself, for those who had 
missed such points then. One is about 
the Budget which for the first time tran- 
sited from being a pure economic docu- 
ment to one that acquired major political 
undertones during Ms. Indira Gandhi's 
regime as a Prime Minister—Finance 
Minister in February 1970, reflecting the 
Congress Party’s overwhelming 
populistic tendencies. Another issue dis- 
cussed is the subversion of monetary 
policy to fiscal policy which began to 
surge around this time. The perpetua- 
tion of ad hoc T-Bills available on tap at 
a disccunted rate laid the foundations for 
automatic monetization of government 
deficits and led to expansion of money 
supply. This was a frontal challenge to 
the RBI's prime objective of maintaining 
price stability through the control of 
money supply. Although most adult 
readers do remember the last vestiges of 
ad hocs which have been considerably 
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phased out since 1996-1997, not many 
know that they were introduced very ca- 
sually in 1956 to enable the government 
to tide over temporary liquidity crunches, 
and evolved only later into a norm for 
funding the borrowing programs of vari- 
ous governments. “The Bank (RBI) was 
also required to accommodate the public 
borrowing program with suitable adjust- 
ments. In other words, whatever the gov- 
ernment demanded, the Bank was 
obliged to give. It's (Their's) not to reason 
why,” reminisces the author, adding 
some poetic flavor to get the point right 
across. 

The government's gargantuan bor- 
rowing programs also had other effects— 
since liquidity had to be mopped up from 
time to time through pre-emptive instru- 
ments like the statutory liquidity ratio 
and the cash reserve ratio, periods of ex- 
cessive liquidity alternated with periods 
of scarce credit where credit to the indus- 
try had to be rationed, and interest rates 
hardened considerably. 

Incidentally, using the central bank 
as an investment banker for government 
borrowing programs is not unique to In- 
dia; it is a fairly common phenomenon in 
developing economies where govern- 
ments do typically have large borrowing 
programs. For research students and all 
other readers, this volume brings out 
clearly the role of the government in gen- 
erating inflationary pressures and 
crowding out non-food credit. Chapter 
8,“Monetary Policy and Market Borrow- 
ings” is an extremely graphic description 
of this quandary of the RBI, where it is 
seen as expected to carry out its prime 
function of maintaining monetary stabil- 
ity, but is obstructed by the profligate 
borrowing programs of the government, 
itself. In fact, the recurrence of the word 
“helplessness” in connection with Re- 
serve Bank in this chapter brings out 
something bordering on pathos. There 
were dilemmas of other sorts, too, such 
as the need to reconcile the mandates of 
the Department of Banking on the need 
to provide for priority sector advances to 
the tune of 33.3% with the stated objec- 
tive of reining in money supply to 9%. 
“The Reserve Bank should have been 
able to stave off criticism from the gov- 


ernment that it was not able to restrain 
money supply (during 1977-78)... In the 
final analysis, the Bank could not oppose 
the government for two possible reasons. 


. One was the Emergency....The other was 


that even if the government knew what 
the Bank had done to tighten money sup- 
ply, it needed to have the Bank take the 
blame. In the event, the Bank allowed 
itself to be passively led by the govern- 
ment...” says this chapter. 

Another interesting narration is 
Chapter 10,“ Managing the Bank”, which 
talks about the internal affairs of the 
RBI, focusing mainly on issues such as 
intransigent trade unions, especially in 
centers like Calcutta (now Kolkata), 
where disruptive agitations at the drop 
of a hat were the order of the day, and 
where staff, particularly Class 3 staff, 
could not be dismissed or even sus- 
pended when proved guilty of malfea- 
sance. This situation was replicated in 
the entire banking industry during that 
period. The chapter cites numerous in- 
stances of such agitation. 

Volume 3 fulfils many of the objec- 
tives such works typically have, in terms 
of insights, diction, illustrative examples, 
lessons for posterity, time distancing and 
many other aspects. But the time lag fac- 
tor has its downsides, too. The most im- 
portant of these is that it does create a 
psychological disconnect. For most read- 
ers of any age group, to move back from the 
post reforms period into the era of social 
banking and intractable trade unionism, 
is rather difficult. Perhaps a time gap of 
10 to 15 years might have made facts 
more assimilable. 

But even for the younger readers, the 
earlier volumes would have a definite 
and pure historical value; after all, every- 
thing exists in a continuum. Also, not be- 
ing able to involve a section of readers to 
the extent that would be desirable is a 
small price to pay for the advantages 
generated by time distancing. All in all, a 
very memorable reading and learning 
experience. /^ 


— Jayshree Bose 
Faculty Member, 
ICFAI Books, Hyderabad. 
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Commodity Futures Trading: Are We to Stop it? 


Politicians rush in where economists fear to tread. 


“Sonia wants commodities futures trading stopped”, so 
screamed one of the headlines of The Economic Times of 2nd 
August. The anxiety behind these comments is quite 
palpable, for the politicians cannot remain silent when aam 
aadmi is exposed to a price spiral. The inflation has risen to 
4.82% of which the contribution of primary articles is said to 
be 32% plus. The robust domestic demand for agricultural 
commodities accompanied by erratic monsoon has only 
added fuel to the fire. All this cumulatively reflected on the 
rise in prices of food grains, pulses and other essential 
commodities. The net result is: Congress chief ministers, as 
press reports indicate, accused futures trading as the key 
cause for the current rise in wheat prices, while the Left 
parties demanded total ban on futures trading. 

Now the question is, is it theoretically right to assume 
that futures trading results in price rise? To figure it out, let 
us start from the beginning. It is 
commonsens:cal that rise in prices of any 
commodity usually results from the 
shortage in its supply. This shortage 
could be either artificial — resulting not 
from supply deficit but more due to 
speculative boarding — or natural, which 
again could be a temporary passing phase 
or of a long-term nature — which means 
hiccups in supply logistics resulting in 
dislocation and thus causing shortage and 
the consequent price rise only for a short- 
period or a genuine structural deficit in 
supply that is likely to last for quite 
sometime. 

As against this, what we are witnessing today in the 
wheat market is more of a "fundamental" nature arising out 
of a genuine shortage in its production. Market reports 
indicate that wheat production in the country has stagnated 
at around 70 million tons for the last 4 to 5 years. 
Interestingly, the growth rate in GDP continued to hover 
around 8% during the same period. It means that while the 
per capita income rose resulting in a shift of people from 
consumption of coarse grain such as Jowar, Maize, etc., to 
finer grains like wheat and paddy, the wheat production 
remained stagnant, which obviously widened the gap 
between the supply of and demand for wheat. 

Even otherwise hoarding of wheat with speculative 
intentions does not theoretically make any economic sense. 
To elaborate it farther, wheat is harvested in the month of 
April and then the “market” stores it for release at such 
intervals as defined by the *demand" till the next crop is 
harvested. On the other hand, if hoarding is attempted with 
a motive to increase prices, a hoarder cannot normally enjoy 
the benefit of sudden jump in demand and the resulting 
price rise, since wheat has a steady consumption cycle. 
Indeed, such hoarding suffers in want of a release 
mechanism. And this is common for all agricultural 
commodities, for our consumption cannot go up suddenly 
because its supply is pretty high nor does it fall because of its 
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acute shortage. Incidentally, if this were true, when the 
government announced its intention to import wheat for 
easing the prices, the hoarders would have flooded the 
market under the fear of fall in prices, but that didn't 
happen. It only vindicates that it is neither the futures 
trading nor the hoarding, which caused the current rise in 
price of wheat. 

However, the same cannot be said about the failure of the 
government's procurement program in acquiring wheat, 
since no farmer came forward to sell wheat at the declared 
minimum support price of Rs.650 per quintal. This act of 
farmers not coming forward to sell their wheat at the 
minimum support price is certainly because of the futures 
trading in the commodity exchanges that ultimately 
informed the farming community about the current price 
trends—both in the domestic and global wheat markets. 

Theoretically, futures trading leads to 
the participation of a variety of market 
participants with varied perceptions of 
the market using the same instrument for 
hedging and speculative motives. As 
investors with different risk preferences, 
expectations and attitudes buy and sell 
the same contract, information 
aggregation gets stronger and this new 
information reflects well in the resultant 
prices in the cash market segments. 
Futures trading thus offers more 
information on aggregate economic 
factors such as money supply, interest 
rates, exchange rates, demand supply 
status of relevant commodity —both domestically and 
globally—commodity index, etc., helping price discovery of 
the underlying asset. 

Inthe ultimate analysis, itis the better information flows 
about the decline in the global acreage under wheat, the 
weather forecast about poor rainfall/drought in some 
traditional wheat growing areas, the resulting gap in 
supply-demand equilibrium as reflected in the prices for 
future delivery via futures trading that has made the 
farmers wise enough to defer their sale at the minimum 
support price under the hope of realizing a better price in 
the coming 2 to 3 months but certainly well before the next 
harvest. 

Futures trading in the commodities exchanges has only 
helped farmers in discovering the likely future price of their 
produce and it is only the failure of government in 
maintaining buffer stocks to average out the resulting price 
rise in a situation of genuine short supply, which has 
resulted in rise in prices of wheat. 

Accusing trading in commodities futures for the current 
rise in wheat prices is therefore as good as accusing the 
messenger for the bad news. So, to stop trading in 
commodities futures is economically dysfunctional. 


— grk 
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| “Things Growing to Themselves 
ọn areGrowth's Abuse" 


last issue of the year greets you with the list of "The Analyst 500’ 
anies for the third year in a row, bringing to you all that India Inc. 
lished in the fiscal 2005-06. Befitting the current mood of India Inc. as 

id in its overseas acquisition spree, The Analyst 500 companies posted 
a combined net sales of Rs. 15,19,277 cr during the fiscal 2005-06—a jump of 
Lise over the last year. The combined operating profit that stood at 









1 — ms. 3,55,783 cr has grown by 13.5% over last year. 


There is however a disquieting phenomenon: operating profit margin has 
fallen from 35.57% recorded in 2004-05 to 23.41% during 2005-06. However, 
this negative growth in operating profit margin may not be a cause for worry, 
since it is accompanied by a robust growth in sales. On the other hand, it may 
be a healthy sign that India Inc. could function on wafer-thin margins, which 
is a must for edging out competition from global players, besides offering a 
fair price to the consumer. 


Amidst such excellent performance of the corporate world, we also have 
something to worry about: prevalence of child under-nourishment in our coun- 
try is among the highest in the world. According to World Bank Report, there 
are approximately 60 million children who are underweight in India — double 
that of Sub-Saharan Africa. 


The aggregate levels of under-nutrition besides being shockingly high, 
depicts another alarming phenomena: its distribution across the states and 
socioeconomic groups— girls, rural areas, the poorest and scheduled tribes 
and castes are the worst affected —is significantly inequal and this inequality 
appears to be increasing. Much of this malnutrition is attributed to the high 
levels of exposure to infection and inappropriate infant and young child feed- 
ing and caring practices that we are adopting. 


The consequences of such malnutrition could be catastrophic: it causes 
loss of productivity in terms of losses in physical productivity, indirect loss 
from poor cognitive development and schooling and losses in resources from 
increased healthcare expenditure. 


It is ironical that in our country food surplus and accumulating food stocks 
coexist with starvation deaths and persistent malnutrition. All this is hap- 
pening because the system is apparently dysfunctional, which needs 
strengthening, besides creating new capacities. 


The prevailing malnutrition, coupled with hundreds of millions of Indians 
living in poverty which is again known to result in under-nourishment, poses 
a question to the elite of India: “If our large population is physically and 
mentally stunted, how is this going to impact our growth in the long run?” 


As Mr. Edward Luce, the former speech writer for US Secretary of the 
Treasury, Lawrence Summers, wrote in his book In spite of the Gods - “... India 
never misses an opportunity to miss an opportunity” — we, including India Inc. 
and the elite of the country, must not in our “suffering from a premature spirit 
of triumphalism, believing it is destined to achieve greatness in the 21* 
Century without having to do very much to assist the process”; ignore the 
urgency for eradicating malnutrition, for “If you let slip time, like a neglected 
rose/It withers on the stalk with languished head”. 


GRK Murty 
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I don’t think our sights are set on trying to equal or better Lakshmi Mittal. I think 
our sights are set on strategic growth. Should there be a strategic opportunity, we 
would look at that, but it would not be just to gain a tonnage number. 


— Ratan Tata, Chairman, Tata Group on competing with Mittal Steel 


We both agree that we need to send the world an important message. That is, 
China and India are true friends and partners. 


— Hu Jintao, Chinese President, on a four-day visit to India 


It is time to take an integrated energy view aimed at meeting our humongous 
energy needs. Ideally, we should aim at zero dependency on the external world. 


—Mukesh Ambani, Reliance Chairman and Managing Director, 
at the 3I** annual convention of the Association of Exploration 


We have some of India's best and brightest minds working for Microsoft India. The 
India team has made important contributions to our current wave of product inno- 
vations, and will play an even bigger role in the future as our research and develop- 
ment investment in India continues to grow. 


— Steve Ballmer, CEO, Microsoft, on his recent visit to India 


While oil consumers have assured producers that prices will not go below a certain 
level, producers should in turn assure consumers that prices will not go above a 
certain level. 


— P Chidambaram, Finance Minister, on fixing price band for crude oil 

We are possibly reaching a limit (on IT SEZs)... we need to debate that. Moreover, 
all these zones may not come up, about 2566 may drop out. 

—GK Pillai, Commerce Secretary capping on IT SEZs 


The extension of the Basel II implementation deadline is unlikely to slow down the 
process; in fact, it could provide some much-needed time to adequately execute the 
guidelines. 

—Amreshwar Seth, Senior Adviser, KPMG 


India’s telecom story is fascinating... it may be a late entrant in mobile telephony 
but is catching up rapidly and potential is enormous. 


—Carl-Henric Svanberg, President and CEO, Ericsson 


China had successfully moved 150 million people from farming into low-tech sec- 
tors. In India, where 72% of the population involved in agriculture was facing the 
challenges of stagnant growth and depletion of resources, the Information Technol- 
ogy sector should help stakeholders by equipping them with relevant information 
for value-addition. 


-N R Narayana Murthy, Chief Mentor, Infosys 
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oil industry, 
), which shares the 
year as well, snatching 
> top 10 positions ranked 
s. The other sectors which 
eae 10 are banking, steel, 
and power. The industry, dominated 
by PSU players, contributes 32.8% of 
total net sales of The Analyst 500; the 
banking sector follows it with a contri- 
bution of 11.6%. Steel industry with 
6.52%, automobile industry with 
5.68%, trading with 5.44%, and power 
sector with 3.55% are some of the ma- 
jor contributors to net sales of The 
Analyst 500 companies. 
Of the 500 list, the lion’s share is 
accounted for by companies from bank- 
ing and textile industries; 34 compa- 
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nies from each of the two industries. 
They are closely followed by steel and 
automobile with 31 and 30 companies, 
respectively. Among those industries 
which have least number of representa- 
tives are sugar industry and air trans- 
port, with one company each. 
Companies like Reliance Capital, 
Gitanjali Gems Ltd. and Punj Lloyd 
Ltd. are among those which make their 
debut in this year's Analyst 500 list. 


Oil — IOC's Hat trick 


Once again the PSUs have outper- 
formed their private sector counter- 
parts. Despite the increase in subsidy 
burden, the oil PSUs have shown ster- 
ling performances. India’s largest and 
world’s 21* largest petroleum com- 
pany, IOC, tops The Analyst 500 most 
valuable companies of India for the 
third consecutive year, in terms of net 
sales and maintains the No.1 position 
in this financial year, too. In addition, 
it is the only Indian company to appear 
in the top 200 world’s largest corpora- 
tions of Fortune “Global 500” for the 
year 2006. Reliance Industries, the 
private sector giant, has beaten the 
other PSUs like HPCL, BPCL and 
ONGC to grab the 2"! rank with Rs. 
78,041.27 cr in net sales. Regardless of 
the disruption in production due to an 
accident during mid-2005, ONGC, the 
M-Cap biggie, ranks No.5. It has per- 
formed well in terms of growth, operat- 
ing profit (up 11.15%) and OPM (up 
74.75%). 

While PSUs are backed by govern- 
ment oil bonds, the private sectors have 
found a way through exports and out- 
shined the former in terms of PAT 
growth. Reliance Industries (ranked 
second) has reported a growth of 19.78% 
in PAT; whereas, the numero uno, IOC, 
is up by only 0.49%. However, the situa- 
tion is worst for the other PSUs such as 
HPCL which recorded a drop in PAT by 
68.25%, while BPCL’s profit crashed by 
a huge 93.90%. Gulf Oil, another private 
player recorded a growth in PAT of 
13.78% during the fiscal, while PSU 
major ONGC notched a growth of 
11.15% in its PAT. Overall, the perfor- 
mance of the industry is laudable given 


the tough business environment in the 
wake of rising crude oil prices (a major 
input for most of the domestic refiners) 
and huge subsidy burden. 


— Industry — Credit goes to 


Thanks to the credit boom of the coun- 
try, it acted as a major catalyst to the 
growth of the banking industry. No 
points for guessing, in the banking in- 
dustry, the top honors go to the banking 
behemoth State Bank of India, (ranked 
No. 6 in The Analyst 500 list), followed 
by ICICI Bank, which has surpassed its 
earlier rank by 7 notches in terms of net 
revenues. Though both public and pri- 
vate sector banks have shown remark- 
able progress in the financial year 
2005-06, it is the PSU banks which 
dominate the ranking in terms of net 
revenues. However, when it comes to 
other parameters, private sector banks 
outscore their PSU counterparts. For 
instance, SBI, ranked top in terms of 
net revenues, lags behind ICICI Bank 
in terms of operating profit (Rs. 
27,829.12 cr vs. Rs.13,452.54 cr). 

An important fact that emerges is 
that for private sector banks the 
growth in net revenues is much more 
than the growth in operating profit. For 
example, for Kotak Mahindra Bank, 
the difference is as much as 13.49 
units; whereas, the scenario is reverse 
for PSU banks, where operating profit 
growth undermines net sales growth. 
According to the industry experts, 
where PSU banks have succeeded to 
curb down the burden of non-perform- 
ing assets and hence improved profit 
margin significantly, it is the private 
banks who are watching their operat- 
ing expenses to rise successively due to 
increase in the number of branches and 
the expansion of manpower base. In 
other words, private banks are sacrific- 
ing operating profit growth for the sake 
of top line growth. Nonetheless, while 
most of the well-known private sector 
banks like HDFC, Kotak Mahindra, 
UTI or IDBI have improved their Ana- 
lyst 500 rankings this year compared 
to last year, the PSU banks are seen 
losing. ` 
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Steel Industry - Tata Steals the 
show 
The ever-shining performance of 
SAIL and the dominance over the 
steel industry in terms of net sales, 
market capitalization or profitability 
still holds true, but it is Tata Steel 
which has simply pushed down other 
players with its aggressive business 
strategy and an ambitious acquisi- 
tion spree. Not surprisingly, Tata 
Steel, with Rs. 15,079.58 cr in net 
sales trails the leader SAIL (Rs. 
28,108.17 cr); though it leads the in- 
dustry with an impressive operating 
marzin figure of 40.75%. But the two 
giants fail to impress the growth fac- 
tors. While companies like Jindal 
Saw and Man Industries outsmart 
these companies with a whopping 
growth of 117.29% and 71.02% 
growth in net sales respectively SAIL 
and Tata Steel witnessed either 
negative or meager growth figure. 
The surge in demand over the last 
few years, which saw steel prices rais- 
ing internationally, augured well for 
the industry. in general. Analysts 
doubt whether the uptrend would con- 
tinue in the future. However, given the 
domestic economy’s robust growth and 
the government’s emphasis on infra- 
structure sector, the steel majors could 
hope to sustain their growth. 


Automobile industry — In top gear 
Even in the face of continuous rise in 
crude oil prices, the auto industry has 
shown a decent growth in the fiscal year 
2005-06 led by the Tata Motors, which 
has simply outshinec other industry 
peers in terms of net sales. Maruti 
Udyog Ltd.. with only 3/5" of the net 
sales figure of Tata Motors grabs 2" 
position, followed by Hero Honda, 
Mahindra & Mahindra and Bajaj Auto 
in that order. 

A further look at the performances 
suggests that the top players have sig- 
nificantly improved their Operating 
Profit Margin (OPM), so much so that 
Tata Motors, which was struggling 
with an OPM of 5.69% in FY2004-05, 
commands now a healthy 14.3% mar- 
cin. Among the two-wheeler makers, it 
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is Bajaj Auto which is much envied by 
industry peers with a whopping 24.31% 
margin, followed by Hero Honda 
(17.71%), and four-wheeler makers like 
Maruti Udyog Ltd. (17.1396) and 
Mahindra & Mahindra Ltd. (16.58%). 
Among auto component makers, Bharat 
Forge (with 28.06% OPM) and Amtek 
Auto (with 26.60% OPM) have come out 
triumphant, gaining from the huge glo- 
bal outsourcing opportunity in the auto 
ancillary sector, backed by an aggres- 
sive acquisition spree and a perfect 
blend of internal restructuring efforts. 

The improvement in operating mar- 
gin is a reflection of the fact that the 
companies have succeeded in reducing 
cost sufficiently, despite having to cope 
with higher materials’ prices—espe- 
cially steel prices, rising interest rates 
and an upswing trend in inflation. 
However, it is also true that those play- 
ers that tried to pass on the rising in- 
put costs to the customers had to do it 
at the cost of top line growth. For in- 
stance, Tata Motors had to be satisfied 
with a meager 17.16% growth in net 
sales in FY2006 as compared to 
33.91% achieved in the previous fiscal. 
However, experts are bullish over the 
future of the industry as sales are ris- 
ing backed by increasing demand for 
new variants, hassle-free finance facil- 
ity and growing purchasing capacity of 
the middle-class; as reflected in the 
strong growth of small car segment in 
recent times. 


IT Sector — Growth bytes 

The latest performances of IT majors do 
suggest that the Indian IT story is still 
going strong. Though the IT sector is yet 
to catch up with its other industry coun- 
terparts in terms of net sales (as no 
single IT company figures in the top 10 
of The Analyst 500 list), the heartening 
fact is that the industry continues to 
maintain its solid growth momentum 
with a host of firms charting double- 
digit growth. Tata Consultancy Ser- 
vices (TCS) once again emerges as the 
top IT player with net sales of Rs. 
11,216.11 cr, up by 39.50% over the pre- 
vious year. It stands at 23™ position in 
the latest Analyst 500 list, moving eight 
positions up from 31* rank occupied 
last year. It is followed by two other IT 
majors, Wipro with net sales of 
Rs. 10,203.79 cr, and Infosys with net 
sales of Rs.9,030 cr, ranked 26 and 31, 
respectively. However, in terms of 
growth in PAT, Satyam leads the pack 
with a growth of 65%. 

Skilled workforce, low-cost of opera- 
tions, moving up the value chain, and 
growing geographical reach and inter- 
nationalization are some of the factors 
helping the industry to maintain the 
growth momentum. With more and 
more IT companies looking to expand 
through acquisitions abroad, this could 
further give a boost to the growth mo- 
mentum of the industry. 


Food for thought — It’s HLL vs. ITC 
For HLL, the FMCG juggernaut, which 
had to fight a long and fierce price war 
with archrival P&G, during the last 
couple of years, it has now got a new ri- 
val, ITC, the tobacco turned hospitality 
turned diversified conglomerate now. 
Interestingly, the recent FMCG wars 
have resulted in further penetration of 
the market, which is music to the ears of 
the industry players. 

Indeed after a long dry season, the 
FMCG industry has found reason to 
cheer as the industry players are 
churned up with robust sales number. 
This year, once again, HLL enjoys the 
top rank among industry peers in terms 
of net sales (Rs. 11,086.51 cr). However, 
it trails others in terms of bottom line 
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growth. HLL, with a meager 4.34% Op- 
erating Profit (OP) growth has fallen far 
behind other industry players like 
Dabur (28.45%), P&G (32.83%), Godrej 
Consumer Products (33.56%) and Tata 
Tea (34%). However, for other industry 
majors like Britannia and Nirma, it 
has not been the best of years as they 
saw a decline in OP during the fiscal 
understudy. 

Stiff competition and successive 
price wars, which had lowered profit 
margin of most of the industry players 
in the last fiscal, have come to an end as 
companies have understood it is not go- 
ing to help anybody (read: players). Ac- 
cordingly, this fiscal has seen a moder- 
ate price hike from almost all the key 
players. The other important feature 
reflected in The Analyst 500 is that the 
growth rate of PAT is more than growth 
rate in OP. The growth in PAT has been 
fueled by drop in effective tax rate. But 
the increasing inflationary pressure on 
raw materials does not allow to let the 
impact of price hike to fall on their oper- 
ating profit. Again the current trend of 
rising advertisement expenditure nar- 
rows down the operating profit further- 
more. 


Pharmaceutical Industry — Profit 
pills 

The pharmaceutical industry recorded 
a strong growth in the FY2006, driven 
by strong growth in the generic drugs 
segment. The industry reported an im- 
pressive 20% growth in the combined 
net sales for The Analyst top 10 phar- 
maceutical companies at Rs. 
18,032.33 cr from Rs. 15,016.62 cr of 
the previous year, whereas combined 
net profit of top 10 pharmaceutical 
companies is boosted by 24% at Rs. 
2,816.27 cr from Rs. 2,267.51 cr, in the 
previous fiscal. In this scenario, Cipla, 
Dr. Reddy’s Laboratories Ltd. (DRL) 
and Lupin contributed with strong rev- 
enue growth. 

Ranbaxy, which tops the ranking 
chart in terms of net sales followed by 
Cipla and Dr. Reddy’s Lab, however, re- 
ports a fall in both top line as well as 
bottom line; the company’s net sales 
fell by 16.60%, while net profits 
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dropped by 59.80% during the fiscal 
2005-06. In contrast, Cipla saw a 
growth of 48.35% in net profits at 
Rs. 607.64 cr while its revenues in- 
creased by 32%. DRL, India’s third larg- 
est pharmaceutical company in terms 
of net sales showed a smart recovery in 
its performance as it saw a growth of 
43.81% in its net sales and a hefty 
222.52% rise in net profits. 

The company attributes its ster- 
ling performance to factors such as its 
growth through acquisition strategy, 
new product launches, investments in 
R&D and entry into new markets. 
Companies like Ranbaxy and DRL are 
on a global acquisition spree to further 
their growth. Ranbaxy recently ac- 
quired Terapia, Romania’s largest ge- 
nerics drug firm for US$324 mn, while 
DRL acquired Germany’s 4" largest 
drug maker betapharm for $70 mn. Do- 
mestic pharma companies are also 
forging research alliances with global 
leaders for R&D as well as expanding 
abroad through acquisitions. All these 
augur well for the industry, going 
forward. 


Telecommunications — Healthy 
ring tones 

In the telecommunications industry, 
Bharti Airtel, the country's top player 
steals the show with net sales of 
Rs. 11,231.88 cr in FY2006. The mobile 
telephony behemoth ranks 2™ in the 
latest Analyst 500 list; an improvement 
of eight ranks over last year’s ranking. 
The company leads the industry peers, 
contributing almost half (46.3%) of the 
total net sales of The Analyst 500 
telecom companies. MTNL, ranked sec- 
ond, stands far behind the industry 
leader achieving only 46% of Bharti’s 
net sales figure. Moreover, MTNL is the 
only telecom company in The Analyst 
500, which has seen a negative growth 
in the net sales. Nonetheless, the over- 
all picture of the industry is good, 
backed by strong and steady growth in 
subscriber base, despite the falling 
ARPU (Average Revenue Per User). 
The lower ARPU is a result of the fact 
that while the market is becoming more 
and more competitive day by day, the 
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subscriber growth is coming from low 
spending market segments such as 
workers anc students. This is forcing 
companies to shift focus from voice- 
based calls to Value-added Services 
(VAS). 

Nevertheless, the industry recorded 
a robust 21% revenue growth with an 
increase of 42.60% in subscriber base. 
Also during the period, the gross 
teledensity rose by 40.5%. With the 
telecom penetration rate at 11.32 
phones per hundred population, it offers 
significant opportunity to the industry 
players. 


Cement — Concrete growth 

Led by housing and construction boom, 
driven by strong demand, the cement 
industry showed a growth during the 
fiscal 2005-06. UltraTech Cement Ltd. 
tops the industry ranking reporting net 
sales of Rs. 3,294.43 cr, up 26.94%. The 
company's bottom line shot up by 
7961.75% to Rs. 229.76 cr during the 
fiscal from Rs. 2.85 cr, during the previ- 
ous fiscal. ACC, ranked second too, re- 
ported a robust growth of 60.61% in op- 
erating profit while JK Cement showed 
an exceptional growth of 197.30% in op- 
erating profits boosted by growth in net 
sales by 164.90%. 

The industry on the whole, reported 
an impressive growth of 13.3% in pro- 
duction in 2005-06 compared to 3.6% 
of the previous year. As on March 2006, 
ACC Ltd. raised its capacity to 18.64 
mtpa and stood as the largest player 
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followed by UltraTech with 17 mtpa 
and Gujarat Ambuja Group with 14.86 
mtpa. The industry has gone under 
major consolidation in recent times, 
which saw some big-ticket deals like 
Holcim-ACC-Gujarat Ambuja. Global 
players such as Holcim, Lafarge, 
Italcementi and Heidelberg are ag- 
gressively picking up stakes in Indian 
companies, so as to tap into the growth 
potential of the industry. Given the 
booming real estate and infrastructure 
sectors in the country, the outlook for 
the cement industry looks very con- 
crete, literally. 


Real Estate — Touching new 
heights 
The real estate industry has emerged 
as one of the most happening industries 
in the country in recent times. The in- 
dustry got a major boost when the gov- 
ernment permitted 100% FDI in the in- 
frastructure sector. Many foreign com- 
panies have since joined hands with do- 
mestic players to exploit the huge 
growth potential of the industry. MNCs 
like American International Group Inc., 
High Point Rendel of the UK, Edaw-US, 
Japan's Kikken Sekkel, Lee Kim Tah 
Holdings and Cesma International 
from Singapore have shown keen inter- 
est in the sector. Recently, Dubai-based 
Emmar Properties, the largest listed 
real estate developer in the world, 
joined hands with Delhi-based MGF 
Developments with an investment of 
US$500 mn resulting in India's largest 
FDI in the real estate sector. Total FDI 
inflow in the country in FY2006 was 
$7.5 bn. Introduction of real estate ven- 
ture capital funds in the country and 
change in the FDI policy related to the 
development of the Special Economic 
Zones (SEZs) is another reason for the 
spurt in the industry. Private sector 
biggies like Reliance Industries Ltd. 
has proposed to spend Rs. 50,000 cr on 
its various projects. Alongside, Nokia, 
M&M and ONGC are investing and 
pouring huge amounts in building in- 
frastructure for commercial and indus- 
trial use. 

Cashing in cn the realty boom, 
Gammon India Ltd. comes out trium- 


phant with net sales of Rs. 1,429.36 
cr. The company also significantly 
boosted its profits, which was up 
173.26%, during the fiscal. With an 
upswing at the top line and strong 
growth at the bottom line, Punj Lloyd, 
B L Kashyap & Sons Ltd. and Ansal 
Properties & Infrastructure have 
made their debut in The Analyst 500 
this year. Gammon is followed by Punj 
Lloyd Ltd. and Simplex Infrastruc- 
ture Ltd., with net sales of Rs. 
1,407.33 cr and Rs. 1,334.62 cr, re- 
spectively. This fiscal Ansal Proper- 
ties & Infrastructure reported a 
growth of 96.9946 in sales and a rise of 
197.80% in net profits. The increasing 
investments in infrastructure and the 
rising demand for commercial as well 
as housing units augur well for the in- 
dustry, in general. However, things 
such as rising input costs and continu- 
ation of housing tax incentives would 
be things to watch out for the industry 
players. 


Going ahead 

While India Inc. has continued to 
maintain the good show, the pressure 
is only increasing to repeat the perfor- 
mance in future as well. However, it 
won't be easy to consistently maintain 
the healthy top line as well as bottom 
line in future in the backdrop of threat 
of inflationary pressure, which could 
slowdown demand, rising interest 
rates, sluggish growth of the world's 
largest economy, the US, and rising 
commodity prices as well as oil, which 
could play spoilsport. Further, with the 
IT industry facing strong competition 
from other low-cost destinations like 
China and Philippines, it would have 
to continuously move up the value 
chain to keep the growth machine run- 
ning. Nonetheless, as the slew of over- 
seas acquisitions by  Tatas, 
Mahindras, and Dr. Reddy's shows, ac- 
quisitive-led growth strategy could 
show the way.m 


— Amit Singh Sisodiya, Kavitha Putta and 
Madhuparna Chakraborthy 
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5 OIL & NATURAL GAS CORPN. LTD. 4318931 788 
| STATEBANKOFINDIA ————— 4016411 543 
— "STEEL AUTHORITY OF INDIALTD. = . 2840810. -1.84 
i Bes FB . 2602290 1580. 
9 MANGALORE REFINERY & PETROCHEMICALS LTD. 25481.60 — 3444 
L8. CHENNAI PETROLEUM CORPN. LTD. 2247002 50.38 
P10 TATA VOTORS LTD. 20132.87 17.16 
PS" icici sank ito. 1830799 48.18 
D2) uM TC LTD? 1638588 — 937. 
1M. BAIL INDIA LTD. 1589262 ^ 1903 
WW BPcOUT. -— E 15583.31 — 1870 
Ti mastam. — . 1507958 4.69 
© 98 LARSEN & TOUBRO LTD. j 1474837 — 1229 
L6. KOCH REFINERIES LTD? E 1472080 — 959 
BET 23 BHARAT HEAW ELECTRICALS LTD. . 1357045 39.36 
BE 20 wen uos o. — . 38690 — 986. 
WE 25 pacco INDUSTRIES LTD. . 1139600 19.92 
BE 30 sem anm LD. 1123188 3843 
BEC. TATA CONSULTANCY SERVICES LTD. © 11216.11 — 3950 
EET 22 HINDUSTAN LEVER LTD. 1108651 11.55 
BE 2 PUNJAB NATIONAL BANK . 1095841 — 822 
EE om weno uro. = 1020078 4125 - 
^r 5 TUN S © 9763.47 28.87 
26 CANARABANK - m 946051 8.13 
a. ADANENERPRSESUD! 998140 -30.91 - 
L BE. ISPAT INDUSTRIES LTD. TOU 907218 — 548 — 
DP NFOSYS TECHNOLOGIES LTD. —— 000 903000 — 3163 
E. INDIAN PETROCHEMICALS CORPN. LTD. 90200 — 941 
7783 HERO HONDA MOTORS LTD. 870813 — 1736 
733 MAHINDRA & MAHINDRA LTD. 8191 — 2336 
> BANKOFBARODA - i | 800030 638 - 
3 E ^ BANK OF INDIA l ; 784528 1369 —— 
: e Í BAMJAUTOLTO. - 7541.19 — 2928 — 
(5 | 74321 8789. 
711778 25 
683752 10048 - 
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9069.34 
405.55 
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14430.78 —. 


4406.67 


4012.97 


5820.20 
371.62 
480.96 

1528.88 

2540.07 

94.25 

2310.07 

12.44 


AMES 


1011.60 
210.80 
1679.16 


TED. 


1655.55 
2012.08 
2716.87 
1408.10 
1439.31 


202048 — 
229535 — 
1303.22 
11834 — 


81267 
2421.00 
1023.00 
971.34 
857.10 
826.96 


70144 - 
112227 - 
51520 


38.95 — 


6089 














No. 5, ONGC: India's most valuable company in terms of M-Cap, ONGC, a state- 
owned petro biggie, is pumping to expand through overseas acquisitions. 








14025439 


3i Uc 5fl eil 


sIsicie 


M-CAP 


55983.24 
98819.40 
10754.42 
11907.13 


42718.23 


23631.49 


84263.39 


MOM. 


. 3369.10 


20832.44 
40346.58 
1588.55 
20958.25 
1137.52 


21170.16 


20459.21 


. 232728 | 
30551.51 1 
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049 9907.56 5.36 
19.78 15006.58 19.23 
-68.25 1354.86 1.87 
-86.56 1004.90 1.43 
i. LE. 
237 27829.12 6929 
-41.13 762776 26.85 
0.23 972580 3723. 

MI IM M 
1943 1148.02 5.11 
23.60 2879.68 14.30 
26.07 — 1345254 73.48 
1206 139.35 0.85 
18.23 3966.63 24.96 

7887 8152 052 

. 093 614435 40.75 

. 282 183918 1247 
-7497 52820 359 
76.12 — 304255 2242 
39.30 — 208790 17.13 
2454 — 282205 24.76 
66.00 — 4329.36 38.55 
48.35 — 342221 30.51 
17.60 ^ 184574 16.65 
207 713790 65.14 
BA EDAD: ae 
201 368596 37.75 

ic 809 n; WENNS ee 
928 — 49343 529 

|. ^M 78169 862 
27.15 3190.00 35.33 
29.47 — 211200 23.44 
1985 — 154244 17.71 
67.18 1345.19 16.58 
2218 5107.78 63.84 
106.28 ^ 516545 65.84 
5405 1833.16 2431 

O 88412 — 93215 1244 € 
55601 7852 110. 
8255 6179.64 90.38 
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1502.24 


68483.28 
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14256.96 
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6972.79 
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No. 54, Videocon Industries: Dhoots have conquered the consumer 
electronics industry in terms of Net Sales and once again proved Videocon 
as India's most popular brand. Their buyout of Thompson Electronics global 
color picture tube and bid for Daewoo Electronics indicates their ambition 
to grab the international stage 


VIDEOCON 


THE INDIAN MULTINATIONAL 





C10 39° GRASIM INDUSTRIES LTD. 6597.66 6.72 863.21 -254 1621.99 24.58 1220252 DIVERSIFIED 
"IE 43 UNION BANK OF INDIA 6326.66 — 1351 675.18 -6.10 4470.18 70.66 552098 BANKING 
Peis 40)” ESSAR STEEL LTD 616874 115 53018  -1016 176495 2861 169751 STEEL 
8) s wst. 616133 — -802 856.53 -1.56 2144.46 3481 355924 STEEL 
BIZ 45) BONGAGAON REFINERY & PETROCHEMICALS LTD. ^— 572899 — 2419 17476 -63.46 319.23 557 161633 PETROCHEM 
M 46... JET AIRWAYS (INDIA) LTD - 870958 — 3120 45204 1532 183637 3216 100672 AIR TRANSPORT 
SR. HDFCBANKUD. — . 867654 4899 87078 3083 336190 5922 20545.69 BANKING 
D. ASHOK LEYLAND LTD. - 832925 2564 327.32 2060 61216 1149 349366 AUTO 
I) 52 RAJESH EXPORTS LTD. . 808298 3023 6655 5444 11327 214 557.11 JEWELRY 
El 42 MAHANAGAR TELEPHONE NIGAM LTD. . 8058.05  -608 58812 -37.37 152191 2894 831106 TELECOM 
TOL. INDIAN OVERSEAS BANK 502073 — 737 783.34 2026 338007 6732 489502 BANKING 
ERPI 57 RUCH SOYA INDS. LTD» 495258 — 2915 5579 27.99 149.75 302 600.84 AGRIPDCTS 
ET 80 NATIONAL METALS CO. LTD. 4818.11 1487 1562.20 26.51 282416 58.62 1245801 METALS 
BET G4 vococon inoustas cro: 4664.25 41103.62 430.05 NA 928.37 1990 623030 ELECTRONICS 
WE 55 uco ea 4644.99 — 1770 196.65  -4311 304435 6554 223534 BANKING 
BE) 63 SATYAM COMPUTER SERVICES LTD. - 4619.11 — 3371 123975 65.24 164015 3551 1904024 M ——— 
BEL 51 | ORIENTAL BANK OF COMMERCE - 459075 1310 557.16 -23.26 342157 7453 642220 BANKING - 
BE 56 vm Power co. LTD. - 454038 — 1759 61064 1082 120034 2644 857029 POWER 
BER 48 snocare Bank — 440777 514 53649 3316 277735 6301 387376 BANKING 
| eo E ONT 4260.35 1204 70613 3033 299077 7020 380499 BANKING 
BX 66 HOUSING DEVELOPMENT FINANCE CORPN. LTD. ^ — 421896 — 2645 — 125730 2129 408057 9572 2530877 NBFC 
BR vista DPORTS overseas LTD. 393574 4687 3457 3399 10579 269 27343 TRADING 
Ew PETRONET L N G LTD. 387690 9570 19493 NA 507.61 1309 406291 POWER 
Be 53) RELIANCE ENERGY LTD. 3866.57 -5.38 650.34 25.00 1280.78 33.12 11568.63 POWER 
| e 0 Hous zne LTD. . 386344 75.19 147248 12469 2404.09 6223 980661 METALS 
ET: 114. SUZLON ENERGY LTD. - 380063 9877 82119 12718 104202 2735 2756076 POWER 
B7. VIDESH SANCHAR NIGAM LTD. - 878134 1460 47936 -36.61 120042 3175 937796 TELECOM 
© 95 NATIONAL MINERAL DEVP CORPN. LTD. 371092 — 6717 182780 14195 2898.58 78.11 1698489 MINERALS 
E. NATIONAL FERTILIZERS LTD. . 360207 — 328 11640 -27.66 33705 936 200237 FERTILIZERS 
st utia. 359926 — 5379 485.08 44.98 2689.91 7474 7577.35 BANKING | 
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No. 108, Dr. Reddy's Laboratories Ltd.: DRL, India's second largest e 
pharma company, has acquired Germany's fourth largest 
company betapharm, in the largest ever cross-border 
acquisition by an Indian drug maker. 
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EE. 65 SHIPPING CORPN. OF INDIA LTD. . 852008 — 397 1042.20 -26.60 191895 5437 4347.32 SHIPPING — — 
72 us BHARAT ELECTRONICS LTD. . 851798 — 994 38301 3063 096497 2743 6961.66 ELECTRONICS | 
LO. TATA CHEMICALS LTD. 850285 17.44 35303 366 720.02 2056 431346 FERTILIZERS — 
ZR Ug. RANBAXY LABORATORIES LTD. 347993 -16.60 212.04 -5980 345.20 992 17066.34 PHARMA 
BO. ULTRATECH CEMENT LTD. —- . 829443 2694 22976 796175 59698 1812 537969 CEMENT 
LR GR. mox smMESUD.— à— à— — (82804 — 049 — 15973 -3503 ` 46035 1414 125650 STEEL (0 
UA 72 TVSMOTORCO.LTD. 322007 1279 12250 -11.86 28885 897 zao 
L3 60 ACCLT. 314651 140 54418 171.76 873.05 2775 8903.18 
LE || JAIPRAKASH ASSOCIATES LTD Lm»  . 1.919900 1231 892700 20198 116700 37.18 _ EI 
Lu 74 RASHTRYA CHEMICALS & FERTIUZERS LTD. — | 307895 — 940 14796 — 497 — 32211 1046 2174.41 FERTILIZER 

ism 104 PTCINOALTD. — . 305713 5341 4063 6908 6089 199 76944 “TRADING 

Bay 88 MOTOR INDUSTRIES CO. LTD. ..900182 — 2685 343.07 -846 77088 2568 776386 AUTO 

Nes CPLALTO. E . 2975.87 3215 507.64 48.35 806.09 2709 11493.88 PHARMA 

oa CA f . 090384 15.46 40.31 3997 198.32 669 118848 TYRES & TUBES 
PMSA sS 095772 3104 218.68 4171 389.86 - 1318 7587. 18 ELECTRONICS _ 
ES» ANDHRABANK 0 a 205104 373 48550 -6.65 2135.69 7237 4006.38 BANKI | 
E7 | CORPORATION BANK Ea 295029 — 1071 44446 10.52 213043 7221 - 

a: JINDAL STEEL & POWER LTD. = 2918.91 1326 57294 11.10 1029.18 35.26 3922.16 

Be) 82. GUJARAT STATE FERTILIZERS & ( CHEMICALS LTD. 2831.45 876 29380 11278 66479 2348 1153.33 FERTI 
SER susewsmu&smeSUD | 279483 — 440 — 15445 072 40936 1466 69.63 STEEL 
GE ae SIEMENS LTD. 2760.74 5293 254.75 68.30 400.92 14.52 9660.83 ELECTRONICS - 
MIB CHAMBAL FERTILISERS & CHEMICALS LTD. 274125 — 234 20312 -794 54415 1985 1477.52 FERTILIZERS 
[3E 76 | BANK OF MAHARASHTRA | . 072935 453 5079 -71.32 163202 5980 143590 

BE 11a) ADITYA BRLANUVO LTD. 064040 — 4184 18693 64.38 46451 1759 345451 DIVER 
SUB. STATE BANK OF TRAVANCORE 262340 10.26 258.68 467 1740.85 6636 1348.84 BANKING 

BE. CENTURY TEXTES & INDS. LTD. . 961848 503 10905 -053 38775 1482 201335 |DMERSRED 
"E APOLLOTYRESLTD. = Bn 2609.97 — 1684 7817 1558 24573 942 106590 M ES A TUBI ES 
8 GUJARAT AMBUJA CEI CEMENTSLTD. = 2595.54 — 3237 468.29 3905 80385 3097 984169 ‘CEMENT. 
"NN CESCLID. — —— 2580.80 847 17747 2056 71871 2785 179049 “POWER S 

mcd 100 CROMPTON GREAVES L LD. ea 16305 4204 ^ 26685 1041 34099 ELECTRONICS - 
E30 89 | VUA BANK m 2547.93 881 12688 -66.66 155843 61.16 262172 BANKING 

102 | NESTLE INDIA LTD. —- 244265 1101 30957 2288 52611 2154 828390 FMCG 
Beye 102 ASANPANTSUTD. —- .243337 1943 18678 767 36307 1492 482255 PANIS 
164 CONTAINER CORPN. OF INDIA LTD. . 043121 2199 52580 2268 75546 3107 7761.69 TRANSPORT — 

BIB JNDALSAWLTD. —— |. 296890 1 41729 10073 7911 287.54 1214 168370 STEEL 

06 D.C M SHRIRAM ( CONSOLIDATED LTD. 233359 — 2998 115.19 10.30 28378 12.16 1258.93 DIVERS 

1 SIATEBANKOFBKANER&JAPUR ——- 224463 230 145.03 -29.48 130410 58.10 137870 BANKING - 
TM 122) pa REDDYS LABORATORIES LTD. — — — 229656 — 3481 — 21112 — 22252 © 41882 1850 693051 PHARMA — 

IM 101 | GREAT EASTERN SHIPPING CO. LTD? = 2203.19 751 917.76 13.47 1375.64 6244 374792 me | 
EON 70 | NEYVELI LIGNITE CORPN. LTD. —- e 219923 -27.09 70208 -4214 1403.18 6380 12796.11. ‘POWER 
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Reassuring your promise 





Total assets : $ 4.4bn 

Net Worth : $ 1bn 

‘A’ (Excellent) rating by A M Best 

21" ranked Non-Life Reinsurer in the World 
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Most business schools train their students to become 
managers. 


The Icfai Business School trains its students to become 


something more. 
Leaders, not just managers. 


With a curriculum that includes numerous group activities 
and tasks in addition to the standard academic requirements, 
IBS students learn to work in teams. On interesting and 
demanding projects. With people from all across the country- 
people very similar to their future colleagues. 


This way, they learn to become good team members and 
effective team leaders. And, in the process, develop the skills 
essential for the business leaders of tomorrow. 


In recent b-school surveys, IBS bas been ranked among the 
top business schools in India. More than 9500 IBS alumni are 
currently pursuing successful and cballenging careers at over 
850 blue-chip organizations in India and abroad. 


Icfai Business School 
Aspire. Achieve. 
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IBS Admission Test: December 17, 2006 at 173 test centers all over India. 
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No. 141, Gitanjali Gems Ltd.: Well-known for its popular brands 
like Nakshatra, D'damas, Asmi, Gili and Giantti, Gitanjali is 
entering the capital market with an IPO of 1.7 crore shares and 
also makes its debut in The Analyst 500 this year. 
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UE 119 ZUARI INDUSTRIES LTD. .. ANB 2300 2617 -242 10810 493 34878 FERTILIZERS - 
DE 116 GUJARAT NARMADA VALLEY FERTILIZERS CO. LTD. — 215048 — 1766 — 29472 — 3156 566.80 2636 1458.84 FERTILIZERS - 
[LEE 109 | J K INDUSTRIES LTD. E 210040 790 1648 35.19 148.66 708 40390 TYRES & TUBES 
UL 20. BHARAT EARTH MOVERS LTD. = . 205964 19.18 186.93 665 30979 1504 339670 MACHINERY 
BL 112 SOUTHERN PETROCHEMICAL NDS. CORP LTD? 2054.20 — 886 -208.29 -223850 5274 257 22521 FERTILIZERS | 
T 08 DENABANK 2000.03 — 230 7299 — 1966 — 115655 5783 94271 BANKING — 
QUAE 110 INDORAMASYNTHETICS (NDIA) LTD. | 197027 147 5183  -2618 19878 1009 95860 TEXTILES 
UE 187 HCL INFOSYSTEMS LTD. [192943 3865 13277 982 17105 882 354577 MT 
EIE ns wmowrsrEL&AGRONDSLTO. —— | 491178. 3986. 2251 — 3375 — 6189 324 8250 | STEEL 
NOME NRMD. = 180460 — 225 24138 -15.20 52488 2770 349970 FMCG 
AM 115 VARDHMAN TEXTILES LTD: . 188850 — 277 — 19632 — 6257 39779 2106 1670.66 TEXTILES - 
EAA 176 WELSPUN-GUJARAT STAHL ROHREN LTD. 187686 — 6983 — 6137 8141 — 32621 1738 93799 STEEL 
123 Ú COROMANDEL FERTILISERS LTD 187135 — 2089 8355 — 2075 19200 1026 70247 ‘FERTILIZERS 
124 | vomas LTD, 1856.88 3330 7049 3983 11595 624 156266 DIVERSIFIED 
"762 | NAGARJUNA CONSTRUCTION CO. LTD. 1801.23 — 5387 103.90 8222 209.18 1161 201453 INRAST —— 
EM 123 JAMMU&KASHMRBANKLTD. — 179820 — 1167 176.84 53.68 1343.78 74.73 214407 BANKING 
A 99 BALLARPUR INDUSTRIES LTD 170768 13.36 1680 25.53 471.51 2623 187210 PAPER 
LL 98 UTTAM GALVA STEELS LTD p 178951 1442 7433 -21.22 — 20471 1144 — 36509 STEEL 
LN 194 IFCILTO. reao 2407 — -7810 NA 80286 4503 — 83094 NBFC 
LEE cr —— UE Dok 14595 1378 | 0.52 NA 10030 574 31350 TYRES& TUBES 
ER 155 K E C INTERNATIONAL LTD. . 371274 — NA — 4930 NA 20403 1191 1721.30 INFRAST 
ee 125 | SESA GOA LTD? (169876 — 963 — 53134 — 1491 824.75 4855 342845 MINERALS - 





133 C M 1605.88 — 28.36  -45148 -40.41 -219.75 -1296 168249 TELECOM 



































[E 124 | BRITANNIA INDUSTRIES LTD. .. 160553 13.74 146.43 229 22628 1335 283797 FMCG 

E 132 | SURANA CORPORATION LTD. . . 10/913 1629 959 15980 2802 167 1377 TRADING - 
[ME 33 | PARKER AGROCHEM EXPORTS LTD. 167532 1422 09! 1818 140 008 895 TRADING - 

EA 148 MOSER BAER INDIA LTD —  [u687B 299? 467 9231 41850 2517 239093 IT. ————- 
E 129 _ STATE BANK OF MYSORE | 1655.83 — 970 21572 510 107235 6476 126478 BANKING —— 
139 LUPIN LTD. ; W689 423 17900 11752 300.81 1824 300202 PHARMA —— 
140 EICHER MOTORS LTD. 1645.58 -17.21 ^ 21688 268.53 293.18 17.82 781.66 AUTO. 


























LUN. GITANJALI GEMS LTD 164539 — 20154 47.80 44566 91.74 558 97326 JEWELRY - 

EN 186 KESORAM INDUSTRIES LTD 162462 1342  — 457! 36.41 168.85 10.39 68457 DIVERSIFIED 
143 USHA MARTIN LTD 161208 — 857 6496 5898 260.01 1613 57706 METALS 

144 ARVIND MILLS LTD 1583339 493 12716 -015 443.13 2799 241673 TEXTILES 

IL: 144 FEDERAL BANK LTD 158169 1606 ^ 22521 — 14998 — 114747 7255 121228 BANKING - 

LL 154 | BHARAT FORGE LTD. — ŻE 20703 — 287 44358 2806 734157 MANO 
IUE 128 MUKAND LTD. 187822 — 338 — 10342 -4403 30819 1953 61318 STEEL 
(CJ 190 IVRCLINFRASTRUCTURES & PROJECTS LTD? 156814 — 4904 —— 9362 — 6509 . 14196 914 155816 INFRAST —— 
EON 465. INDIA CEMENTS LTD. —- | 152792 33.28 45.31 — 88930 277.77 1818 169615 CEMENT —— 
TEED) 159. GODAVARI FERTILISERS & CHEMICALSLTD. | — 482493 2591 2610 5272 — 7558 496 24024 FERTILIZERS — 
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| GLAXOSMITHKLINE PHARMACEUTICALS LTD. 


> j | FERTILISERS & CHEMICALS, TRAVANCORE LTD. 


164, Titan Industries Ltd.: 
watchmaker, is extending the house brand by introducing Titan Shades, 
premium sunglasses. 
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RS. CR 


No. 216, Centurion Bank of Punjab Ltd.: Taking the consolidation 
route Bank of Punjab (BoP) and Centurion Bank (CB) merged to. form 
Centurion Bank of Punjab (CBP). The new entity has a presence of 240 
branches and extension counters, 386 ATMs, about 2.2 million 
customers. With this merger, Centurion Bank of Punjab Ltd. reported 
a Net Sales Growth of 152.77% and rise in PAT by 249.66%. 
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SU-RAJ DIAMONDS & JEWELRY LTD. 
MIRC ELECTRONICS LTD. 

BIRLA CORPORATION LTD. 

TECH MAHINDRA LTD. 

ASIAN STAR CO. LTD. 

JINDAL POLY FILMS LTD. 


- TRIVENI ENGINEERING & INDS. LTD. 


KARNATAKA BANK LTD. 


BLUE STAR LTD. 


GUJARAT ALKALIES & CHEMICALS LTD. 
I-FLEX SOLUTIONS LTD. 
COLGATE-PALMOLIVE (INDIA) LTD. 
BALRAMPUR CHINI MILLS LTD.’ 

INDIAN HOTELS CO. LTD. 

VIDEOCON APPLIANCES LTD. 

TATA TELESERVICES (MAHARASHTRA) LTD. 


MANGALORE CHEMICALS & FERTILIZERS LTD. 
- SURYA ROSHNI LTD. 


"FLEX INDUSTRIES LTD. 


APAR INDUSTRIES LTD. 


1 KANSAI NEROLAC PAINTS LTD.5 


ISMTLTD. 


> IRCON INTERNATIONAL LTD." 


SUNDRAM FASTENERS LTD. 
PANTALOON RETAIL (INDIA) LTD. 
CENTURION BANK OF PUNJAB LTD.5 


~ MARICO LTD. : 

| BOMBAY DYEING & MFG. CO. LTD. 
_ RAMSARUP INDUSTRIES LTD. 

- TORRENT POWER S E C LTD. ^^ 
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No. 231, Tata Tea Ltd.: This year Tata Tea has added new flavors to its 
cuppa with the acquisition of Energy Brands and Joekels Tea Packers 
of South Africa. 














RANK | RANK NETSALES | | % | ! 

dull ate COMPANY p = - | y | NHOAP INDUSTRY 
230 310 HAVELLS INDIA LTD. | 100213 — 7229 63.21 10704 10749 1073 73544 ELECTRONICS - 
EET 263 INFRASTRUCTURE DEVELOPMENT FINANCE CO. LTD. — 100069 — 3837 375.64 2356 936.72 936! 784019 NEC 
PEE) 260 vADRAS CEMENTS LTD. 99887 — 3708 7902 431 21842 2187 171045 CEMENT - 
IET 207 c ecrosreg. CASTINGS LTD | 99654 727 7645 -1379 16614 1667 75755 STEEL 
ES» CENTURY ENKA LTD. = © oB 36 1759 -6653 8577 868 56465 TEXTILES = 
(EES) 254 SHREE PRECOATED STEELS LTD. . 988.26 3267 1541 -47.97 7534 762 62251 STEEL 
IPE 320 | KOTAK MAHINDRA BANK LTD. _ . 98539 7551 118.23 3927 57544 5840 5957.20 BANKING 
E» BERGER PAINTS INDIA LTD. —- 97794 1885 7029 3486 1159! 1185 124227 PANS 
IEEE 222 GLAXOSMITHKLINE CONSUMER HEALTHCARE LTD. — 97789 — 1219 10715 — 4646 — 21635 2212 204274 MCG 
Eo MAHARASHTRA SEAMLESS LTD.” 97234 2644 13688 6077 22746 2339 132657 STEEL 
ES 2:9. wn rcm. . 96304 — 948 18693 452 27440 2848 431409 FMCG 
1245. RSWMLTD. . 906352 3083 2708 4709 10550 1095 — 27024 TEXTILES 
ERR 23) iconic. 96290 1761 50.15 630 11200 1163 1283.16 PAINTS 

2708 215 PUNJAB TRACTORS LTD. - 96153 1207 12934 10563 20215 2102 122175 AUTO — 
EM a7 scatocsnesim” — — — — à à 95908. 2094 — 5360 — 7241 116.78 1218 — 69533 TRADING — 
EE 229 RE AGRO LTD. EN 85863 1345 6603 7445 148.71 1551 587.17 MACHINERY — 
EU 359 HINDUSTAN COPPER LTD? — . 95250 9267 111.04 9836 165.62 1739 4260.41 METALS 

9 230 ALSTOM PROJECTS INDIA LTD. . 94331 1438 4632 -336 7027 745 1569.22 INFRAST — 

E S AGRO TECH FOODS LTD. = - 99249 107 449 738333 1477 158 25412 MG 
E: E L SOUTH ASIAN PETROCHEM LTD. - 90190 1656 2023 1103 7939 861 27080 PLASTICS - 
EET 224 FORCE MOTORS LTD. 920.52 869 3043 100772 8513 925 49042 AUTO 
ES. L KRLOSKAR BROTHERS LTD. . 91964 25.46 17239 239.82 21296 2316 213508 ELECTRONICS 
ES PIDILITE INDUSTRIES LTD. 90711 — 1825 88.66 2152 16253 1792 174846 PLASTICS 
ENS cionem (NDI LTD. —— 89881 — 2783 11584 11.11 185.36 2062 158778 SUGAR 
ET i60 S KUVARS NATIONWIDE LTD. — — — 88969. 15733 — 9978 NA — 19884 2235 — 63497 TEXTILES - 
EE 267, NAHAR INDUSTRIAL ENTERPRISES LTD. 888.88 — 2269 8025 — 29435 — 15619 1757 348.67 DNERSRED — 
IM 272. JANIRRIGATONSYSTEMSLTD. — — . 884.35 — 4346 6196 — 13042 140.15 1585 100020 PLASTICS — 

DIM 264 GOKALDAS EXPORTS LTD. — . 88226 2344 6088 5382 9876 1119 1033.99 TEXTILES — 
tM 228 WOCKHARDTLTD. = 88132 — 424 23847 1477 30845 3500 484408 PHARMA —— 

2 £ ABHISHEK INDUSTRIES LTD. - 87368 895 5682 4110 158.82 18.18 62402 TEXTILES —— 
251 I moo CORPORATION OF INDIA LTD? 87363 1943 17.28 6809 5035 576 233.15 TRANSPORT 
7/18 267 PATNI COMPUTER SYSTEMS LTD. 87351 2500 19441 -15.67 32926 3769 544907 M 
253 | i ORIENT PAPER & INDS. LTD. —- 87293 1844 2158 68759 108.27 1240 286.36 DNMERSIED —- 

WA JK CeMENTLTD. - . B7194 16490 3257 416.98 14181 1626 — 80468 CEMENT — — 
CONG APEVATRONOALD. 00 O S40 5643 3626 11481 7488 860 124855 ELECTRONICS - 
A 270. SUASHISH DIAMONDS LTD. - > 869.85 26.37 28.31 99.93 6433 740 188.9 JEWELRY —- 
ASA IS. JAYASWALS NECOLTD. —- . 86968 483 -3473 NA 6968 801 19474 MEIAS 
258 ORCHID CHEMICALS & PHARMACEUTICALS LTD. 866.40 2800 8290 16733 26089 3011 130516 PHARMA — — 
3. AWK INDUSTRIES T.® —8— LE o» vus 55 0 DU 
2-9 282. SINTEX INDUSTRIES LTD. 85524 — 2992 9202 7069 17519 2048 128842 DIVERSIED 
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Great relief 


from lax net 


Presenting 2 finest 
Tax Saving Schemes 


(Tax benefit u/s 80 C) a 
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TMB-Tax Saver MALLIGAI 





Earn upto 





(Annualised yield of 11.21%) 


Income tax benefit for deposits upto Rs. 1 lakh under section 80 C of the IT Act 
Deposit period - 5 years 
Interest of 9% p.a. to Senior Citizens (Annualised yield - 11.21%) & 8.5% p.a. to others (Annualised yield - 10.45%) 


Features TMB-Tax Saver-Malligai TMB-Tax Saver-Mullai 
Deposit Amount Minimum Rs. 100/- and its multiples. Maximum Rs. 1,00,000/- per financial year 


Interest payment option’ | Monthly / Quarterly / Half-yearly / Annually Interest Compounded till maturity 


Repayment Amount** Rs. 1,00,000/- plus applicable accrued interest | Rs. 1,56,051 for senior citizens 
OR Rs. 1,52,279 for others 


"Certificate will be issued for TDS, if any. **For deposit of Rs. 1 lac 


*Conditions apply 





Contact our nearest branch for more details 
SUUM, 


lj Tamilnad Mercantile Bank Ltd. 
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ESTD. 1921 Regd. Office : 57, V.E.Road, Thoothukudi-628 002 Website.www.tmb.in 
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Bachelor Degree 





Programs 

























e BBA. : 3Years M.B.A. 2 Years |e M.A.  : 2Years 

e B.C.A. : 3 Years 

e BS. . 3 Years M.C.A. : 3 Years e M.Sc. * 2 Years 

» BA. : 3 Years MS (Finance) : 2Years | e M.Com : 2 Years 

e B.Sc. : 3 Years 

e BCom. : 3 Years | | MS (Accounting) : 2 Years e L.L.M. : 2 Years 
| 

e B.GL : 3 Years | | e MS (Banking) : 2 Years | e M.L.Sc. : 1 Year 

e B.L.Sc. : 1 Year | 

" l MS (Insurance) : 2 Years |e MJ. : 1 Year 


B.J. : 1 Year 











Finance Programs 





Management Programs 


æ Project Mgmt. e Cyber Law 





e Treasury and Forex 

















Management Brand Mgmt. 
e Certified International Supply Chain Mgmt. e Alternative Dispute 
| Investment Analyst Resolution 


Export and Import Mgmt. 





e Investment and 
Tax Planning 

e Investment Banking 

e Accounting Standards and 
US GAAP 

e Financial Engineering 

e Strategic Finance and 
Control | 

e Information Systems Audit | 


Global Strategic Mgmt. 


p 
* 
* 
| i Enterprise Risk Mgmt. e Intellectual Property Rights 
LÀ 
EJ 
S 
8 
* 





Management of E-Business 
Marketing Mgmt. 

Retail Mgmt. 

Human Resource Mgmt. 
Customer Relationship Mgmt, |* Securities Law 


e International Business Law 


| 
|e Environmental Law 
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HIGHLIGHTS 


e Contemporary Curriculum e Web support on 24 x 7 basis 
e Quality Courseware e Examinations four times a year 
e Case Study focus at over145 Test Centers 


e Training Classes e EMI facility 





For details and prospectus, please contact Icfai branch in your city (Addresses at: www. icfai.org) 
Alternatively you can contact through e-mail: info @icfai.org 
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No. 267, Zee Telefilms Ltd.: With an M-Cap of Rs. 6,798.66 cr Zee Telefilms 
Ltd. is ruling the industry. Recently, it has acquired a 50% stake in Dubai- 
based sports broadcaster Taj TV Ltd., which owns the Ten Sports channel. 
The company is also planning to acquire 60% stake in Venus Films Pvt. Ltd., 
Venus Records & Tapes Pvt Ltd. 














261 ey CLARIANT CHEMICALS (INDIA) LTD. 851.11 12765  — 4039 159.08 9882 116! 35663 CHEMICALS 
EA u BAJAJ ELECTRICALS LTD. 84997 3040 28.20 10644 7250 853 33410 ELECTRONICS 
ES 170 sun auos cro. | 84919 -2502 3475 -2147 9419 1109 23895 STEEL 
7 355. BAJAJ HNDUSTHAN LTD. 846.22 6932 140.45 13017 220.85 26.10 287872 SUGAR 
E 250 AVENTIS PHARMA LTD. ae - . 83928 — 1037 145.08 -230 24807 2956 345440 PHARMA 
EE ssp wwwousmESNUA)L. — à B85 M02 — 3504 — 9127 9371 112! 40454 STEEL 
LA 288 ZEE TELEFILMS LTD» . 1.8940? 2894 7401 — -5439 — 14199 1702 679862 MEDA 
EC s KALPATARU POWER TRANSMISSIONLTD. | 83002 . 8500 ^ 6645 — 13210 13395 1614 81635 POWER = 
EN cw ——— EMEN «m 3v 7 904 70:2 NER 
461. | SHRIRAM TRANSPORT FINANCE CO. LTD. 62751 13999 ^ 12018 14367 58376 7054 854.46 NBED 
1269... ATUL LTD. . 80483 1894 83.04 36185 14795 1794 31329 CHEMICALS 
294 HT MEDIA LTD. 82300 3077 3727 3637 12178 1480 215893 MEDIA 
EJ e TAMILNADU PETROPRODUCTS LTD. .. 81318 1199 — 204 -8274 7019 863 22232 CHEMICALS 
IZ 239 | SUPREME INDUSTRIES LTD. 81205 209 23.65 1219 91.21 1123 41046 PLASTICS 
E us. cGMP? BITS 10996 005 -4444 1474 021 2255 JEWELRY - 
1241 | SOUTH INDIAN BANK LTD. . .. [180884 390 5090 48506 542.29 6706 334.13 BANKING —— 

ZI 279  TAMILNADUNEWSPRINT&PAPERSLTO. — 80642 — 1854 80.55 — 11225 — 20063 2488 60305 PAPER 

LE PRAKASH INDUSTRIES LTD. — — [T9180 — 924 —— 7147 -8669 16190 2030 25135 DMERSRED — 

E 301 skint. — [389108 3265 64071318 13031 1635 1261.60 MACHINERY — 

95... SUJANA UNIVERSAL INDS. LTD. i 9620 476 3086 93557 8049 101! 8036 CAST&FORG 
ES 2: ENGINEERS INDIA LTD. . T9381 -1301 13864 23.08 23466 2956 319069 CONSTRUCTION 

"343 | MONNET ISPAT & ENERGY LTD. T8710 — -049 105.85 -13.34 16981 2157 57574 METALS 
E3:» A KARUR VYSYA BANK LTD | . T8618 1436 13535 2849 57111 7264 86440 BANKING 
E 253 SUNFLAG IRON & STEEL co. LTD. . 77830 400 3477 -047 108.20 1390 25315 STEEL 
EE sae cooo. tS aem — om N . 8925 1148 — 37515 ELECTRONICS 

L3 318. SYNGENTA INDIA LTD. 363 s 17482 3440 8022 — 1100 137.10 1769 124596 CHEMICALS — 
EA 9 MATRIX LABORATORIES LTD. CWA at — eS 2194 - 182.38 40.00 24156 3125 311737 PHARMA - 3 

288 am em INDUSTRIES LTD. — 16504 1630 47.21 144 11307 1478 — 48677 CHEMICALS — 
E E "GUJARAT INDUSTRIES POWER CO. LTD. _ 75665 — 158 11481 1075 32121 4245 93481 POWER 
LN a HIMACHAL FUTURISTIC COMMUNICATIONS LTD. | — 75536 8861 ^ -924.54 NA — 85534-11324 — 73084 TELECOM —— 
ES 273 Pca LABORATORIES LTD. .  TOATB 1042 6398 -20.73 11511 1525 98265 PHARMA 
E 210 PHLUPS CARBON BLACK LTD. = 75142 -4851 -15.07 NA 40.97 545 14593 CHEMICALS 
E 247 GODREJ INDUSTRIES LTD. 74411 -275 7050 -6.96 133.01 1788 138673 CHEMICALS 
E70 380. DHAMPUR SUGAR MILLS LTD. 743.74 — 59029 55.81 477.15 131.67 1770 58433 SUGAR 
ES BAM FINOLEXCABLES LTD. — — — 74328 — 3050 —— 5037 6370 10576 1423 829.22 ELECTRONICS 

319 EIHLTD. | 74400 2791 188.80 47005 40228 54.29 2538.14 HOSPITALITY 

297 Sdn | VIDEOCON COMMUNICATIONS LTD. me 74049 — 972 1408 -821 4518 610 5626 ELECTRONICS - 
ES» ^ SAI SERVICE STATION LTD. __ BTS 2195. 298 7126 1729 238 2999 TRADING = 
Phsoo NENNEN à 3203 9674 90.52 12.49 25146 AGRIPDCTS - 
END mosmwousmesuo —— 72305 4230 | 4231 — -5589 — 13645 1887 92932 PLASTICS —— 
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revenue increase of 125%. Anil Dhirubhai Ambani Group 

























































































































































COMPANY xb | | T PBDIT A M-CAP INDUSTRY 
ANAD % CHG RS. CR % CHG OPM 

Sup) 256 JBFINDUSTRIESLTD. = = =| 72208 -229 4270 4643 9746 1350 30200 TEXTILES 
EUM 288° EVEREADY INDUSTRIES (NDIA) LTD. 720.03 1137 «= 7966 7201 — 16317 2266 — 64649 BATTERIES — 
Cum 824 INDIA GLYCOLS LTD. mE 71896 2790 5858 -2582 13590 1890 49439 CHEMICALS 
TE 331 DC M SHRIRAMINDS. LTD. ! © TH628 3142 2909 171! 85.24 1190 17502 DINERSIFIED 
<a) 305 APOLLO HOSPITALS ENTERPRISE LTD. 70896 1983 5387 10.05 11959 16.87 2048.36 HEALTH SERV 
ay) 251 BAYER CROPSCIENCE LTD. T0540 270 3715 4093 9643 1367 87894 

TUM 08. MOTHERSON SUMI SYSTEMS LTD. — — 70335 2704 76.84 2376 13991 1989 186261 

TI. 252 SUJANA METAL PRODUCTS LTD. - 70200  -697 3021 188750 6186 881 18011 

TUE 309 PROCTER & GAMBLE HYGIENE & HEALTHCARE LTD. —— 701.32 — 1952 124.61 35.20 18733 2671 251422 

CIUS 274. BATAINDIALTD. D ET 89862 220 1249 — NA 3783 541 91178 Ro 
Gh 403 | JYOTI STRUCTURES LTD. | 60512 6389 2765 139.81 89.11 1282 397.11 CONSTRUCTION 
OPE 288. BIOCON LTD. - | 69419 666 13348 2346 18619 2682 456342 PHARMA 
JEN 363 TORRENT PHARMACEUTICALS LO. = 69346 — 4156 6583 24.40 111.66 16.10 135423 PHARMA 
SE 300 | SHREE CEMENT LTD. | 69333 15.31 1840 -36.70 20568 2967 164167 CEMENT 
SSE 296 RICO AUTO INDS. LTD. 690.02 — 11.04 3447 -2.16 91.19 13.22 1019.26 AUTO 

J * . SHREE RENUKA SUGARS LTD. = 68983 1 3346 17270 65.11 9.44 170636 | 

ATA 293 GOODYEAR INDIA LTD. 880 6988 3342 485 18090 

ITE 417 AMBUJA CEMENT EASTERN LTD. / 7314 62.24 18231 2653 100794 | 

SE) $53. ASHAFURA MINECHEM LTD. 3675 5453 29745 97.21 1419 45418 MI 

T] 383 PATEL ENGINEERING LTD. 5 68359 7289 8709 13049 1909 1314.35 CONSTI 
MAN 280 POARISSOFWARELABLIL. — — 68338 — 220 1330 -7541 69.35 1015 119915 IT 

PAA 283. BASFINDALTD. m 683.36 397 4541 19.72 10084 1476 628.92 CHEMICALS 
TENE 227 | ESSAR SHIPPING LTD. = 682.58 -19.47 135.22 -35.83 258.13 3782 129677 SHIPPING 
TER. RELIANCE CAPITAL LTD. 67073 125.49 537.61 40809 64235 9577 7010.12 NBFC 

DNE 361 | UNITED BREWERIES LTD. | 31941 3825 106.70 1592 1448.07 LIQUORS 
P 285 JK PAPER LTD. 3853 -6.53 12471 1886 333.25 

TIE 371 | JHUNJHUNWALA VANASPATI LTD? 1265 7545 1619 246 2860 

328 WELSPUN INDIA LTD. 4155 770 158.59 2419 835.75 

P 348 AMTEK AUTO LTD. 9285 78.32 17404 26.60 2545.26 | AUT 

CE SAT UNITECH LTD. © 65292 2828 6913 13945 14784 2264 1091.7 CONSTRUCT 
WEG) 22 GREAVES COTTON LTD. — 85 À  —  — 65145 — 249 6209 18573 12798 1965 1040.03 MACHINERY 
ES: GILLIS —— E 649.74 NA 7392 NA 143.00 22.01 NA IT 

X M 325 GODREJ CONSUMER PRODUCTS LTD. = 648.62 1692 121.20 35.28 14831 2287 255029 FMCG 

T O44... STEELCO GUJARAT LTD. i 645.33 — 5232 290 -56.52 45.65 707 5429 STEEL 

ERG 187 | ESSAR CIL LTD. 644.39 -38.93 -93.68 NA -65.60 -10.18 4201.30 OIL 

TT 427 VARUN SHIPPING CO. LTD. | 29 180.88 12143 38833 6040 645.39 

JI] 954 SHOPPERS’ STOP LTD. © ii| — 4246 10986 17.10 144950 

XEM 229 | SUNDARAM-CLAYTOW LTD. 7532 — 4102 14263 2228 150731 

"ME 821 | MERCATOR LINES LTD. 17234 167 418.25 6576 — 82264 

M 285 GODFREY PHILLIPS INDIA LTD. 60.13 546 120.87 1903 112244 
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No. 357, Mahindra & Mahindra Financial Services Ltd.: As a leading player in the 
financial services sector, Mahindra Finance was expanding rapidly across the 
Indian subcontinent, particularly to remote, rural villages and semi-urban 
towns. This year it made its debut with Net Sales growth of 46.55% and an 
operating profit margin of 65.59%, holds the rank of 357. 
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a pa CERA T ET CHG | RS.CR T cca | OT | opm | MOP | mee 
TNE 360 GARDEN SILK MILLS LTD. 63473 2882 879 7453 0803 1040 24268 TEXTILES 

ENN 315 OMAX AUTOS LTD. | 63049 — 1136 1892 661 5618 891 28709 AUTO 
EEN 236 | RUCHI INFRASTRUCTURE LTD. 62992 -20.94 2187 25794 47.94 761 40293 FMCG 

TPA 366. BANNARI AMMAN SUGARS LTD. 629.91 29.24 77.00 76.48 149.80 2378 80344 SUGAR 

P 344 | ALEMBIC LTD. 62876 2142 7852 50.88 130.87 2081 82493 PHARMA 

TG sumwARDUSESU. | 62552 2748 234 49492 4852 776 13005 § 

MI 318 CIBA SPECIALTY CHEMICALS (NDIA) LTD. 624.27 1144 3336 2301 6323 1013 570.44 PU 

T 367 BALKRISHNA INDUSTRIES LTD. = 7 6908 9.39 14620 2360 147998 

350 PPERLTD. = “61882 — 558 68.12 4965 12593 2035 255386 PF 

CIN 922 GUJARAT GAS CO. LTD. 61574 1011 9039 3209 16024 2602 145223 POWER 

Ny 307 SWARAJMAZDALTD. = 614.37 — 415 1678 -30.80 3699 602 38648 AUTO 

353 SAKTHI SUGARS LTD. 61404 11367 27.02 NA — 8913 1452 33187 SUGAR 
354 GRAPHITE INDIA LTD. | 61349 — 2122 6295 3115 13029 2124 76021 METALS 

C 342 MAHINDRA UGINE STEEL CO. LTD. 61255 — 1785 65.06 3509 12169 1987 35426 STEEL 

39 391 KSOLSLTD. 60818 — 344 1517 — 35149 2915 479 6005 R 
IB MAHINDRA & MAHINDRA FINANCIAL SERVICES LTD. 655 108.27 31.57 3976 6559 207644 | 

ye 208 ASAHINDAGLASSLD. = | 8627 1032 15672 2595 1448.66 GLA 

xo 278 2727 29.67 6647 110! 15282 | 

360 3 80259 2519 3746 2698 6202 1029 29417 PETR 

I 323 RALLIS INDIA LTD. 60241 — 793 4252 2693 8061 1338 39152 CHEMICALS 
T2 335 SUTLEJ INDS.* 60235 1687 2718 6998 8190 1360 - TEXTILES 

eI G41 MUNJAL SHOWA LTD. 60132 — 1463 2023 15837 4208 700 28153 AUTO 

364 | OCLINDA LTD. 89619 2247 3779 3415 10798 1811 50067 CEMENT ——— 
T 440... SANGHI INDUSTRIES LTD. 589.05 — 5692 81.56 150868 181.05 3070 821.43 CEMENT 

MONS jkuvsMCEMENID. = , 8845 11286 — 19182 2259 — 39395 GE 

TG SAORANTERWTONALLTD. ———00—- 1077 — 2410 — 2299 393 — 10569 [E 

Maye G0 FORBES GOKAKLTD. — 5 2160 — -1343 7043 1208 575.44 TE 

TUE 345 CHEMPLASTSANMARLTD. — — 36.71 4295 10171 1747 38407 | 

TN 316  BANKOFRAJASTHANLTD. = 1526 -5641 35255 6061 560.06 f 
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No. 375, Teledata Informatics Ltd.: Teledata Informatics Ltd., TE 
that has been on an acquisition spree, has set a top line growth fee co = Ec 
of 143% and appears for the first time in The Analyst 500. aa aR 





























COMPANY | at | | " I-CAP INDUSTRY 
RS.CR % CHG S.C ) 3 M 

C382... ALFA LAVAL (NDIA) LTD. 57409 — 1439 6486 -17.39 11031 1921 157066 MACHINERY - 
S 420. ATLAS COPCO (NDIA) LTD. 5/241 4217 50.56 118.87 107.48 1878 121964 ELECTRONICS 
EE 454° RAN CALCINING LTD. 570.39 61.40 41.27 24392 9462 1659 51532 PETROCHEM - 
ESE DALMIA CEMENT (BHARAT) LTD 86827 2742 8485 32088 160.85 283! 56405 CEMENT —— 
EJ: + TELEDATA INFORMATICS LTD. . 86551 14375 123.37 63.36 20037 3543 20873 IT cR 
EJ SUBROS LTD. . 86478 -429 2427 1979 6418 1136 18848 AUTO 
DE 399 GATE GLOBAL SOLUTIONS LTD. | 56310-3065 310 8840 4408 783 69757 ID 
IE ns kavani stees LTD. - . 56209 -2638 100.93 134.83 166.29 2958 93481 STEEL 
379 Gu DEEPAK FERTILISERS &PETROCHEM. CORP LTD. ^ — 86164 1769 7977 003 1538! 2739 73815 FERTILIZERS 
EI ] LAKSHMI ENERGY & FOODS LTD” 55856 — 3705 4198 13258 7504 1343 459.1 AGRIPDCTS - 
EE 364 SHRENU & 00. LTD. 55647 1371 1761 57.65 5096 916 13176 JEWELRY —— 
ITO MAANA SUGARS Lo 55530 — -454 50.33 25049 80.43 1448 42343 SUGAR — 
Eu wna BHARAT VENTURES LTD." 55505 454 58.01 -45.46 10896 1963 426.30 DIVERSIFIED 
1482... STERLITE OPTICAL TECHNOLOGIES LTD. 54986 — 7021 40.77 29892 9142 1663 48990 ELECTRONICS - 
EJ 438 ABG SHPYARDLTD. = 84174 4343 83.68 86.99 158.87 2933 1701.48 TRANSPORT 
473 PANACEA BIOTEC LTD. 84023 6286 6094 10266 12743 2359 136691 PHARMA —— 
(EEA) 349° KOHNOOR rooos LTD.” - 53938 — 658 2078 3424 4899 906 17864 MACHINERY — 
BE 392 HATSUN AGRO PRODUCTS LTD. © 80931 — 2029 425 47432 3317 615 10699 MCG 
IE 382 GLENMARK PHARMACEUTICALS LTD. «53761 1559 6730 602 12355 2298 3490.41 PHARMA —— 
IESU. GUJARAT NRE COKE LTD. 53361 — 8732 311.99 24368 411.91 7719 1094.60 MINING — 
ES 373 NOVARTIS INDIA LTD. 53277 10.88 10789 65.68 16293 3058 169747 PHARMA —— — 
= w | NDRAPRASTHA GAS LTD. 53011 — 1580 106.14 1451 22987 4336 166056 POWER 
[ESI WEST COAST PAPER MILLS LTD? 30542 -953 4273 3937 7703 1466 270.80 PAPER - 
ru 266 SCHENECTADY HERDILLIA LTD. 52361 -2651 1194 -3924 38.15 729 27183 CHEMICALS 
ES 3e accum ü | 82156 89! 3893 -539 12067 23.14 62809 MES 
ES 49. COC INDALT $i —  . (858 3582 7863 18112 15271 2928 70022 POWER 
2 CHETTINAD CEMENT CORPN.LTID 52149 1786 4006 4328 12413 2381 57943 CEMENT 
‘302 sc TL. ; : . (81895 1329 1084 41619 5644 1088 48310 TEXTILES —— 
1462 STEEL EXCHANGE INDIA LTD. . [8198 490g 39?  -4376 1513 296 2119 METALS — — 
BE 49i MURL! AGRO PRODUCTS LTD. 50923 6488 28.00 9231 6452 1267 14679 AGRIPDOTS - 
B 340 DREDGING CORPN. OF INDIA LTD. . 50743 -342 17646 5576 23661 4666 1579.62 TRANSPORT — 
E. NOVA PETROCHEMICALS LTD? 50105 28.94 438 -10819 45.26 903 9306 TEXTILES —— 
PEE) 485 SOUTHERN IRON & STEEL co. LTD . 49786 5713 427 569 10111 2032 55062 METALS | 
EE 385 nceRSOLL-RAND (NDIA) LTD. 49480 — 775 3096 -7317 60.06 12.14 102563 ELECTRONICS - 
ICE 226 canwanE POLYESTER LTD. 49394 -4244 551 -9540 86.87 1759 11551 PHOTOFLMS - 
LORI HONEYWELL AUTOMATION INDIA LTD. — — —— 49138 — 8234 —— 3408 301.41 5585 1137 850.01 [ELECTRONICS 
Fg) 448 — GUJARAT MINERAL DEVP CORPN. LTD? © 49141 3346 — 3004 -7095 24619 5013 125594 MINING 
IE 453 ose MERILL LYNCH uo (1.48837 3207 16998 2845 26750 5477  — wh 
BT = aan OFFSHORE uro . 48830 6877 8382 6206 29462 6034 206068 OFFSHORE DRIL. 
PE or GABRIEL INDIA LTD. = . 48/39 1712  — 88 -5059 4146 851 17182 AUTO 
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For over a decade, Equitymaster has been following the best practices in equity research to ensure 
long term profitablitity rather than stop gap profit for investors. With thorough understanding of the 
markets, we offer unbiased and reliable stock recommendations and research reports to help you tide 
over the unpredictable nature of the markets. Our research methodology involves analysing not just the 
stocks, but also their managements before offering our view. Rest assured that our research is 


comprehensive yet simple to understand. To know more about us, log on to www.equitymaster.com. 
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IC FAI IMT 


Ph.D. Program The Icfai Institute for Management Teachers 
ə Gurgaon e Hyderabad s Kolkata e Mumbai 








Management Teacher Program leading to Ph.D. Degree 
3 Year Full-time Program (2007-10) 


Icfai Institute for Management Teachers (IIMT) is a part of Icfai Business School (IBS). IBS is established to promote quality 
business education, research, training and consultancy in management which has 18 centers in different parts of India. It is 
among the top B-Schools in india. The Management Teacher Program (MTP) is designed to develop competent faculty 
members 5y providing contemporary training in pedagogy as well as research skills in functional and integrated subjects in 
Management. The three-year full-time rigorous campus-based MTP leading to Ph.D. degree is offered at Gurgaon, Hyderabad, 
Kolkata ard Mumbai. 
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f Eligibility 
| 


< e Unique opportunity to simultaneously pursue ^ e First Class Postgraduates (with 60% and above) in | 








Management Teacher Program (MTP) and complete the ^ Management,Engineering, Science, Commerce or Arts. 
Ph.D. Program. . € CFAs, CAs, CWAs and CSs are also eligible to apply. 
i e Candidates should be preferably between 23 and 30 years 
e Financial Assistance: of age. 
Lir rom | 
* | Year - Rs. 22,000 per month Admission Process | 
e Il and Ill Year - R5. 25,000 per month e Based on Research Aptitude Test (RAPT) 2007 and — 
b) Tuition fee waiver. e RAPT 2007 is on January 28, 2007 (Sunday) | 
c) Visiting Scholar Program in US / UK / at 91 Test Centres all over India (2.30 pm -5.30 pm). — 
| France / Singapore. | | ast Dat | 
|... d) Annual Professional Development Grant. ast Date 
| e Placements: . e Submission of Application: January 12, 2007. 


- - c: ——M Wt um 


All candidates who successfully complete the Program - | 
will be absorbed by the Icfai Business School. Classes from August 01, 2007 | 
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Prospectus & Application are available for Rs. 400 by cash / DD (DD in favor of “Icfai Common Fund A/c IIMT', 
payable at Hyderabad. Please write your complete Name & Address on the back of the DD) at: 


The Admissions Officer (MTP), Campus Programs Admissions Department (CPAD), 
45, Nagarjuna Hills, Punjagutta, Hyderabad - 500082. Tel : 040-23435328/29/30/45. Fax : 040-23435347/48. 


Visit us at: www.icfai.org/iimt 
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No. 432, Gillette India Ltd.: In an out-of-market deal, Gillette 
Company has transferred its Indian subsidiary Gillette India Ltd. 
by way of gift to P&G, as an extension of the global acquisition of 
Gillette by P&G. 









































inital DT. ; PBDIT à M-CAP INDUSTRY 
RS. CR % CHG RS. CR % CHG OPM 

uy 997 — NAHAR SPINNING MILLS LTD.’ 485.33 10.81 29.51 83.98 83.43 17.19 404.82 TEXTILES 
412 (396. ABBOTT INDIA LTD. 484.74 947 5916 -4214 9227 19.03 1022.54 PHARMA 
AE 372 COMPETENT AUTOMOBILES CO. LTD.” 48251 -0.36 403 1071 9.79 2.03 25.62 TRADING 
414 6 | KIRLOSKAR FNAOUS INDS. LTD. —— 482.38 -2.99 26.08 19.47 63.19 13.10 266.44 METALS — —— 
AIS ^ STERLING BIOTECH LTD. 481.83 23.57 111.73 41.13 223.50 46.39 2268.93 CHEMICALS 
416 PRICOL LTD. 3 3329 2113 8495 1763 44461 AUTO 
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71.32 162.30 145.36 30.54 877.76 ( 


BHUWALKA STEEL INDS. LTD. 
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419 | T D CEMENTATION INDIA LTD. 3.74 NA 75.73 16.01 29216 

420 | FUTURA POLYESTERS LTD. 062 -11.40 NA 2419 515 138.78 TE 

PA 377 ANDHRA PRADESH PAPER MILLS LTD. 468.96 -1.32 35.03 37.91 7452 15.89 237.96 PAPER 

PNE 398  RADICO KHAITAN LTD. — i 467.81 7.98 4023 3605 8060 1723 1113.15 LIQUORS 

423 | AMRIT BANASPATICO. LTD? —- 466.80 0.82 1211 14816 29.36 6.29 51.90 FMCG 
LEO BLKASHYAP & SONS LTD. 465.52 4867 28.17 13378 59.46 1277 1132.82 CONSTRUCTION 





425 ; J B CHEMICALS & PHARMACEUTICALS LTD. 460.922 28.16 70.93 19.92 99.50 21.59 . 771.17 PHARMA | 


00 GULF OIL CORPN. LTD. 6.88 2279 13.78 4507 979 69947 C 
36.83 1185 7478 4956 1078 16255 TRADING 
50 838  -12984 1348 294 287.07 TRADING  —— 
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Wy) 395 — FEDERAL-MOGUL GOETZE (INDIA) LTD." 5: | — -50.56 NA 1844 406 54494 A 
E 429 uchem LABORATORIES LTO. | 46435 IT 8185 8153 — 10735 2363 — 83404 P 
431 | PRITHVI INFORMATION SOLUTIONS LTD.” |. 45273 4840 5403 8832 5744 1269 64819 IT 
EPA 421 GILLETTE INDIA LTD. 44993 1184 68.72 1225 12873 2861 2411.15 METALS 
“ky 471 SIYARAM SILK MILLS LTD. 448.62 3458 16.19 91.82 44.04 0982 18969 TEXTILES 
1/28 379 ASHIMALTD. - 44744 — 70 -65.66 NA -19.54 -437 69.36 TEXTILES 












ssi 446 — BOSCH CHASSIS SYSTEMS INDIA LTD." 446.86 21.77 97.06 75.95 111.66 24.99 805.61 AUTO 


489 MCLEOD RUSSEL INDIA LTD.’ 42.19 4278 — -16471 70.35 15.76 458.73 MAI 





A 
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EZ 413 HYDERABAD INDUSTRIES LTD. 972 3769 28696 7482 16.77 30558 CEMENT —— 
E — ELECON ENGINEERING CO. LTD. 6204 2792 18519 7038 1586 35985 MACHINE 
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445 USHA INTERNATIONAL LTD. 
(M * — TATAMETALIKS LTD. 
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No. 457, Blue Dart Express Ltd.: An air express courier and BLUE DART 
logistics company has made an investment of Rs.25 cr for 
infrastructure development across the country this year. 

NET SALES 


COMPANY | | M-CAP INDUSTRY 
RS.CR % CHG RS.CR % CHG | 


441 T424 | PAPER PRODUCTS LTD. 439.09 — 1012 27.68 14.81 66.74 15.20 348.99 PLASTICS - 
458 | PENNAR INDUSTRIES LTD. 43579 3880 11.98 -349.06 29.27 6.72 5258 STEEL - 
m AVAYA GLOBALCONNECT LTD. 49537 3418 33.87 3586 6966 1600 57699 TELECOM 


KON | ATLAS CYCLES (HARYANA) LTD” 435.36 1.38 0.49 -78.41 1245 2.86 44.38 BICYCLES 


415. MYSORE CEMENTS LTD. —- 433.66 679 8991 NA -2825 -651 23613 CEMENT = 
| de SIMBHAOLISUGARSLTD. — .— 49911 962 2960 14958 8343 1944 16880 SUGAR —  - 
(488 ESKAY KNIT NDIA) LTD? — — — — |. 40907. 3640 239 5223 6248 1456 — 19149 TEXTILES 


428.80 3.38 9.54 -7.14 46.47 10.84 112.45 AUTO 


- 49858 1971 -3194 -178955 1371 320 2208 TEXTILES 
42771 615 3454 3625 7713 1803 26540 TEXTILES ——— 


t 327 JAY BHARAT MARUTI LTD. 


E j Í NAHAR EXPORTS LTD. 


DIU HINDUSTAN MOTORS LTD. 40515 — 000 -43.69 NA — 1024 -241 — 56677 AUTO 
pa PRISM CEMENT LTD. 42491 1589 25.82 NA 10118 23.81 656.96 CEMENT — 
LOU. ADHUNIK METALIKS LTD. 42247 20447 33.71 — 37479 7464 1768 METALS 

II. COSMO FLMSLTD. 41945 889 1279 2089 6282 1498 14496 PHOTORLMS - 
de |LGBALAKRISHNAN&BROS.LTO — — — 41489 — 1281 1359 -17.59 60.83 1466 295.56 MES 

^ TEXMACO LTD. — 41475 2344 190! 2139 4083 984 47514 DIVERSIFIED 
pe BLUE DART DEPRESS LTD. — . — 41400 17.09 4341 6394 8233 1989 112943 COURIER 


| | SESHASAYEE PAPER & BOARDS ID. | 1.41392 — 877 1791 17219 5552 1341 13631 PAPER 
“419 HINDUSTHAN NATIONAL GLASS & INDS. LTD! | 41338 238 2315 -2653 7733 1871 40222 GLASS | 
€  LANXESS ^ B SLTD. | | 18.48 052 1628 5807 3995 967 20755 PLASTICS —— 











* BALASORE ALLOYS LTD. _ | 41213 6288 5619 NA — 11117 2697 — 6755 MES — 
B LUMAX INDUSTRIES LTD. — O M21 3410  — 923 2819 3858 938 11796 AUTO 
(38. MODIPON LTD.’ 1741088  -1552 2088 -288.11 842 205 6535 TEXTES — 
477) FAGBEARINGSINDALTD 41054 2587 4789 5508 8562 2086 51584 MACHINERY - 
DC TINPLATE CO. OF INDIA LTD. 40989 5839 4896 6063 8773 2140 20167 MES 
a | F C L TECHNOLOGIES & PRODUCTS LTD. —  . — 40887 -1238 — 269 -2995 2706 676 0616 PLASTICS 

EE cuco. oo 40427 7299 1907 9844 5177 1281 323.25 ELECTRONICS - 

| ay MERCK LTD. | (99693 516 7879 1099 12471 3142 79463 PHARMA 

=  SUDARSHAN CHEMICAL INDS. LTD — 1.80409 649 1025 3070 3653 927 14582 CHEMICALS — 
| EASTERN SILK INDS. LTD. | 308411618 3873 5731 7301 1856 14261 TEXTILES — 
| HINDUSTAN SANTARYWARE & INDS. LTD. . 39150 3206 25.81 3492 7907 2020 39335 CERAMIC TILES 

147. INDO RAMA TEXTILES LTD. | 98960 124 2089 70.11 5109 13:11 15172 TEXTILES 
D | BANSWARA SYNTEX LTD. 98952 2659 926 14562 4446 1141 50.24 TEXTILES - 
416 | ARVIND PRODUCTS LTD. |. 88908 42 -734 NA 5042 1296 10918 TRADING 

d i  DIVIS LABORATORIES LTD. 38746 1.32 70.47 672 127.93 33.02 1761.17 PHARMA 
anm NRCLTD. nm BONN os NA 2498 647 18651 TEXTILES = 
"287 HINDUSTAN ORGANIC CHEMICALS LTD? -. 98614  -4040 -5563 -969.22 279 072 23639 CHEMICALS 

| 492. RATHISPATLTD. . AEN 7e NA — 1026 266 3130 STEEL 

D" visas. 1 1 (1.88389 5272 1248 9024 3983 1038 59530 MEWIS 

"Mj pcucmOMELD. — — — (| 38325 O07 — 2108 -388 4766 1244 — 22439 CHEMICALS — 
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No. 497, Hexaware Technologies Ltd.: Newcomer Hexaware, a global 
IT and BPO service provider which makes a strong entry in 
The Analyst 500, won new orders worth $40 mn by the end of 2005. 
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TECHNOLOGIES 
















































COMPANY T Ie | RS CR m PBDIT s M-CAP INDUSTRY 
"Mo. T ANSAL PROPERTIES & INFRASTRUCTURE LTD. 38153 96.99 4056 197.80 8259 2165 52282 CONSTRUCTION 
TM 402 Bo. PHOTOLTDY — — — SLM A052 — 1933 3153 2915 7.65 27787 PHOTOFILMS 
P aea + VENKY'S (NDIA) D 0 38034 1115 — 1565 -6.12 3401 894 1408 MOG 
fw * MPHASISBFLLID. — — 378.87 5297 76.23 5191 9436 2491 228050 IT 
485 ue MNDALD. = 37627 44 — 3842 — S049 — 7287 1937 — 95674 TRADING - 
(S0 448 KANORIA CHEMICALS & INDS. LTD. ——. 87610 - = 2636 16.33 6269 1667 20112 S ; 
MIA * SPENTEX INDUSTRIES LTD. 37391 — 10.05 -290 — 2900 776  11530| ms 
TT 493 CARBORUNDUM UNIVERSAL LTD. — 30. um G 84 7661 9940 11687 31.58 103525 1 DEAS — 





JE 439 | SUPER SPINNING MILLS LTD. - . 86928  -187 2238 9929 85 18. 189.66 Tex ES 
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490 e; MADRAS METALS CO. LTD. 8686321654220 1338 — 8658 2349 48229 METALS 
M | | AMARA RAJA BATTERIES LTD. ERE 367.52 — 0534 — 2385 — 17445 — 5409 1472 183.68 BATTERES — 
492 Bo 1. ELECTROTHERM (NDIA) LTD. OO 366.38 — 8584 — 1184 — -1230 38.76 1058 — 857! NDSRRN — 

493 as DU LTD. i 365.52 1366 784 -3951 3470 949 12127 PLASTICS. 
EL 434 | NARMADA CHEMATUR PETROCHEMICALS LTD. 363.56 -515 —— 35.28 15.56 93.08 2560 23513 CHEMICALS 
495 p B. DENSO INDIA LTD. 36254 — 1076 2097 28.34 4791 1322 24796 AUTO 

A 495  KSBPUMPSLTD. AD BU us 215 709 97 o MEMBEE 
yan = HEXAWARE TECHNOLOGIES LTD. 77.54 7895 110.45 3086 145682 IT 

O 465 MALWA COTTON SPG. MILLS LTD. 1188 — 5714 — 4779 1337 8334 T 

FE 487 CITY UNION BANK LTD. 5637 — 2170 267.03 7482 23479 ‘BANKING — 
SU 481 | SHASUN CHEMICALS & DRUGS LTD. . 8650 — 1759 —— 7101 891 — 40439 F Pr com ee 




















Company Name as Appeared in 2005 Key Notes 
* New Entrants in 2006 
1 , Ad i Exp 0 * Data calculated by taking cumulative figures 
T à of 4 quarters 
2 Videocon International * Data compiled from BSE 
3 Mahavir Spinning Mills | 365 days average M-Cap ending on17.10.2006 
* 365 days average M-Cap ending on 20.09.2006 
4 
McDowell & Co. ^ Torrent Power AEC Ltd. and Torrent Power 
f Goodlass Nerolac Paints ae ox dp 
a an-Dec 
: 
: Bank of Punjab * Got into merged 
7 South India Corp. As v; os ending date of M-cap 
IS 
" Madhya Pradesh Glychem Inds 
9 Colour-Chem SHORTENED TERMS 
INFRAST. INFRASTRUCTURE 
10 j 
Lakshmi Overseas Inds INDS FURN. INDUSTRIAL FURNACES 
5 Navabharat FN.A.o Alloys OFFSHORE DRIL. OFFSHORE DRILLING 
12 Satnam Overseas AGRIPDCTS AGRI PRODUCTS 
‘a CAST& FORG CASTINGS & FORGINGS 
Goetze India PETROCHEM PETROCHEMICALS 
Kalyani Brakes MANUF MANUFACTURING 
HEALTH SERV. HEALTH SERVICES 
GLASS GLASS & GLASSWARE 
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Around 4,073 companies that are listed on the Bombay 
Stock Exchange have been considered for The Analyst 
200 rankings. The data for FY 2005-06 (Apri 2005 to 
March 2005) has been taken jor these ranking purposes. 
The Analyst 500 companies have been ranked on the basis 
of Net Sales alone. Besides, other important parameters like 
PAT. PBDIT, Percentage Change in Net Sales, Percentage 
Change in PAT, Operating Profit Margin and Market Capitali- 
zation nave also been provided so as to give a more.com- 
prehensive picture of the performance of the campanies 
ranked. Also, we have provided the rankings of 2005 along 
with those of 2006 for the current 500 companies te give 
the readers a sense of the changes in the rankings of the 
companies. 


A separate list comprising of New Entrants and Retumees 
has also been compiled. This list is based on the compa- 





How The Analyst 500 is Arrived at 


nies that are entering the 500 list this year and the compa- 
nies that have lost their positions this year, but figured in 
The Analyst 500 list of 2005. In addition, a list of compa- 
nies classified on the basis of the industry they belong to 
is also provided in alphabetical order. For simplifying the 
categories, certain industries have been included in the 
corresponding major sector. For example, Jay Bharat 
Maruti, an auto ancillary supplier, is categorized under the 
Auto industry. This has eventually resulted in the number 
of industries being reduced from 121 to 51. 


DATA SOURCE 


The rankings are based on the data sourced from 
Prowess, the corporate database of Center for Monitoring 
Indian Economy (CMIE). 


PARAMETERS & DEFINITIONS 





| PAT 
PAT is the measure of Profit after the Tax deduction. 


PAT Growth is calculated as Percentage increase/decrease in 
PAT over the fiscal year 2004-05. 


| PBDIT 
PBOIT is the measure of Profit before subtracting Depreciation, 
Interest and Tax. 


| Growth in PBDIT - 
PBDIT Growth is calculated as Percentage increase/decrease in 
Operating Profit (PBDIT) over the fiscal year 2004-05. 


The Market Cap figure is arrived at by multiplying the number of 
common shares outstanding by adjusted closing price on October 
30, 2006 and calculated backwards for 365 days M-cap. 





Since the last trading date tor Herbertsons Ltd was October 17, 
2006, and for Torrent Power A E C Ltd. and Torrent Power S E C Ltd. 
itwas September 20, 2006, hence, the 365 days M-cap for these 
three companies is calculated based on the their respective last 
traded day closing price. 


! opm 


Operating Profit Margin is calculated as Operating Profit (PBDIT) 
divided by Net Sales for a period FY05-06. 


OPM= (PBDIT/Net Sales)*100 


| Net Sales | 
The Net Sales figures are calculated by deducting excise duty 
from Gross Sales figure taking from CMIE's Prowess Database. In 
case of banks, Operating Income has been considered in place of 
Net Sales. For all these companies’ financial period is considered 
from April 1, 2005 to March 31, 2006, except for DSP Merill Lynch 
Ltd, whose financial period starts from January 1, 2005 and ends 
at December 31, 2005. ; 
For the companies where the audited Net Sales figure is not avail- 
able, cumulative figures of the four quarters have been taken. 
Again, for those companies where the data is not available on 
Prowess, but are listed on Bombay Stock Exchange (BSE), data is 
taken from BSE website. 


Data compiled from Prowess database of Center for Monitoring of Indian Economy 
(CMIE) and Annual Reports of companies 


- Amit Singh Sisodiya, Kavitha Putta and Madhuparna Chakraborty 
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LAKSHMI ENERGY & FOODS LTD. 

MURLI AGRO PRODUCTS LTD. 

AIR TRANSPORT 
JET AIRWAYS (INDIA) LTD. 

AUTO & ANCILLARIES 

| TATA MOTORS LTD. 





55856 380 
50923 — 400 





9/09.59 46 





2003287 11 

















MOTOR INDUSTRIES CO. LTD. 





3001.62 82. 
- —————— 














EICHER MOTORS LTD. 
BHARAT FORGE LTD. —— 
ESCORTS LTD. — l 
SUNDRAM FASTENERS LTD. _ 

| PUNJAB TRACTORS LTD. - 
FORCE MOTORS LTD. — 




















164558 140 - 
1580.77 —— 146. 


128289 — 182 


105308 —— 214 


96153 — 294 - 


92052 241 


























Industry-wise Classification 








MEM CANARABANK 
OBA On 
BENE CANKOFINDIA 


7845.28 Lc 








| Beer heer Chee 
COMPANY Bom ANN Se COMPANY itid uk 

AGRI. PRODUCTS BANKING 
RUCHI SOYA INDS. LTD. 495258 52 IU STATE BANK OF INDIA 4016411 —— 6 - 
GUJARAT AMBUJA EXPORTS LTD. 1277.37 183 - BE ICICIBANKLTD. - 18307.99 —— 12 - 
KRBLUD. — i 72476 299 I. PUNJAB NATIONAL BANK 1005841 —— 25 - 


946951 28 
8001.30 





HP) INDUSTRIAL DEVELOPMENT BANK OF INDIALTD. 683752 40. 











ES UNION BANK OF INDIA — — 
PS HDFC BANKLTD. - 








-6326.66 PTS 2 


3 



















16) ANDHRABANK —— 
EIN CORPORATION BANK - 








295029 








MI BANK OF MAHARASHTRA 





B STATE BANK OF TRAVANCORE — 





| 867654 47 





MARUN UOVOG LTO. — 12186.90 20O EMEN INDIAN OVERSEASBANK ——— 502073 | Bt 
| HERO HONDA MOTORS LTD. - 8708.13 33 1) UCO BANK 464499 55 
MAHINDRA & MAHINDRA LTD. 8111.91 34 IO ORIENTAL BANK OF COMMERCE 459075 — 57. 


I BAJAJ AUTO LTD. u 7541.19 37 X SYNDICATE BANK © 40777 59 
ASHOK LEYLAND LTD. 9329.25 2 48 ALLAHABAD BANK 4260.35 60 
OE — BEES — f TREES 
TVS MOTOR CO. LTD. 3220.07 — —77 UTI BANKLTD. 3599.26 
————————— —— —— — M — I— o — — — - 


2951.04 86 


272035 ORT 













299 DENA BANK 


20340 MED 
. 254793 





2244.63 — 107 - 
2000.03 116 























OMAX AUTOS LTD. | INGWSYA BANK LTD. 
























































| Chartered Financial Analyst | 
































f| VOTHERSONSUMISYSTEMSLTO. — 703.35 307 123) JAMMU & KASHMIR BANK LTD. 1798.20 — 126 
Ii RICO AUTO INDS. LTD. 690.00 315 E le STATE BANK OF MYSORE 1655.88 — 138. 
| AMTEK AUTO LTO. — = 65428 329 ESSA FEDERAL BANK LTD. | 198169 = 146 
SUNDARAM-CLAYTON LTD. = 640.26 338 Á 2028 INDUSIND BANK LTD. 
| 842 i 








gon. c. ——.. 0437 M ee ata dei MERE 
[eere SPON EID 501.32 es EI CENTURION BANK OF PUNJAB LTD. i 
Ec 564.78 eee B UUERANETAMIKUD 985.39 227 
I GABRIEL INDIA LTD. 487.39 410 my SOUTH INDIAN BANK LTD. 808.64 276 
f PRICOL LTD. = | 48181 — 416 I KARUR WSYA BANK LTD. 786.18 — 283 - 
MI FEDERAL-MOGUL GOETZE (INDIA) LTD. — 45468 — 429 392 BANK OF RAJASTHAN LTD. 58167 — 370. 
j| BOSCH CHASSIS SYSTEMS INDIA LTD. .. 446.86. z 435 I CITY UNION BANK LTD. 356.90 499 








JAY BHARAT MARUTI LTD. 428.82 448 BATTERIES 

T2 bart oe eel OR: z t uaa Q6 RATY Wipe is 
HINDUSTAN MOTORS LTD. 42515 451 EXIDE INDUSTRIES LTD. 1381.66 — 172 
LUMAX INDUSTRIES LTD, —— 41121 48 C NER EVEREADY INDUSTRIES (INDIA) LTD. 720.03 9 
[ DENSO INDIA LTD. — o o 905 BEENEN AMARA RAJA BATTERIES LTD. 367.52 S 
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NET SALES 
RANKING 
2006 


METUS 
BICYCLES 
B ATLAS CYCLES (HARYANA) LTD. 
CASTINGS & FORGINGS 
SUJANA UNIVERSAL INDS. LTD. 
. CEMENT 





435.36 





796.20 








| ULTRATECH CEMENT LTD. 3294.43 

f ACCLID. 3146.51 78 
BED) GUJARAT AMBUJA CEMENTSLTD. —- 2595.54 98 
A INDIA CEMENTS LTD. 1527.92 149 - 


» BIRLA CCRPORATION LTD. 
f MADRAS CEMENTS LID. — 

E JK CEMENT LTD. — 

L SHREE CEMENT LTD. 


| AMBUJA CEMENT EASTERN | LD. 


OC LINDA LTD. 





120883 193 
















TA) sNCHINDUSRESUD. — — 58965 — 305 | 
ÉokumACEMENTED. = 584.26 366 
I DALMIA CEMENT (BHARAT) LTD. - 568.27 — 37 
CHETTINAD CEMENT CORPN. LTD. 8043 — 307 
P) HYDERABAD INDUSTRIES LTD. — — — 44606 437 
Í MYSORE CEMENTS LTD. - — 49366 | MdB E 





Ad 59 E 


PRISM CEMENT LTD. 





424.91 




















CERAMIC TILES 
HINDUSTAN SANITARYWARE & INDS. LTD. 39150 471 
it CHEMICALS 
f MICRO INKS LTD. 1504.91 152 
DD) savant AGRO-ORGANCS LTD. mE 1325.30 — 179 
UNITED PHOSPHORUS LTD. _ 129949 180 - 
| GUJARAT ALKALIES & CHEMICALS LTD. 117257 —— 200 
AGB BOMBAY DYEING & MFG. CO. LTD. — — 101806 —— 218- 
Bg CEARIANT CHEMICALS (NDIN) LID j 
ATUL LTD. js 
© rawiLNADU PETROPRODUCTS UCTS LID. 813.18 DIETS 
SYNGENTA INDIA LTD. pm ENG 
2 AARTI INDUSTRIES L' Lm. | 1. Teo BENE 
PHILLIPS CARBON BLACK LTD. - 751.42 aa 
f GODREJ INDUSTRIES LTD. ] 74411 — 2903. 
© INDIA GLYCOLS LTD. 718.96 /— 30 a 
B BAYER CROPSCIENCE LTD. 705.40 306 — 
BAS F INDIA LTD. 683.36 322 


AM | Nasarsher ANNC | 


Industry-wise Classification 


INDUSTRY- 
WISE 
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COMPANY RA NKING 


RANKING 











CHEMICALS 





By RALLIS INDIA LTD. 
Í| SCHENECTADY HERDILLIA LTD. 


602.41 
923.61 394 





I STERLING BIOTECH LTD. 48183 415 
f GHCLLTD. 47592 418 





BE SUDARSHAN CHEMICAL INDS. LTD. — 
J) HINDUSTAN ORGANIC CHEMICALS LTD. 

EXCEL CROP CARE LTD. = i 

Í KANORIA CHEMICALS & INDS. LTD. - 37610 486. 

| CARBORUNDUM UNIVERSAL LTD. — — 37010 —— 488 - 


NARMADA CHEMATUR PETROCHEMICALS LTD. 36356 494 
CONSTRUCTION 


394.09 
38614 4 
38325 |. 























































IM GAMMON INDIA LTD. 
f PUNJLLOYDLTD. — 
B siMPLEX INFRASTRUCTURES LTD. 
Í ENGINEERS INDIA LTD. 
NOTI STRUCTURES LTD. - 
PATEL ENGINEERING LTD. 































1429.36 
140733 167 
1334.62 176 














Bp UNTECH LTD. . ç oop 
B | TD CEMENTATION INDIA UD. 430 NEN 
[BLKASHYAPRSONSLTD. — — — 46552 | 424 
ANSAL PROPERTIES & INFRASTRUCTURE LTD. — 38153 —— 48i - 

COURER 
BLUE DART EXPRESS LTD. 414.00 — 457 

i DIVERSIHED 

i GRASIM INDUSTRIES LTD. 6597.66 — At 
Í ADITYA BIRLA nuvo LTD. 2640.40 94 

I CENTURY TEXTLES & INDS. LTD. 2616.48 — 96 - 

BÓ D C M SHRIRAM CONSOLIDATED LTD. 2333.59 106 

| vorms LTD. 185688 - 





KESORAM INDUSTRIES LTD. 
BALMER LAWRIE & CO. LTD. — s 
SURYA ROSHNI LTD. 


IM 
1235.56 
108085 —— 























APRINUSTRESUD. — — — — 107248 200. 

Ü NAHAR INDUSTRIAL ENTERPRISES LTD. 888.88 246 - 

ORIENT PAPER & INDS. LTD. —- 87293 253 

BE SINTEX INDUSTRIES LTD. — 855.24 260 - 

| PRAKASH INDUSTRIES LTD. 79750 278 - 

BI DC M SHRIRAM INDS. LTD. 71628 304 
NAVA BHARAT VENTURES LTD. 55505 383 
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NWSE COMPANY USO C NKNG 
RANKING NETSALES | "006 
DIVERSIFIED 
TEXMACO LTD. 414.75 456 
i ELECTRONICS 
BS VIDEOCON INDUSTRIES LTD. —— 4664.25 54 
I) BHARAT ELECTRONICS LTD. 3517.98 72. 
f ABBLTD. 295772 85 
IB SIEMENS LTD. mE | 276074 9 
© CROMPTON GREAVES LTD. 2564.13 100 
© WHIRLPOOL OF INDIA LTD. 125033 187 
| MIRC ELECTRONICS LTD. 1215.11 192 
©) BLUE STAR LTD. Ü 1172.58 — 199 - 
|) VIDEOCON APPLIANCES LTD. 109519 — 205 - 
f Haveus noaio. = 10213 — 220- 
B KIRLOSKAR BROTHERS LTD. 91964 242 
JAREVAT&DINDALTD. = | 8/040 255 
| BAJAJ ELECTRICALS LTD. 84997 262 
SAMTEL COLOR LTD. i 77775 285 
B FINOLEX CABLES LTD. —- 74326 295 
I viDEOCON COMMUNICATIONS LTD. - 740.49 — 297 — 
SALORA INTERNATIONAL LTD. — — — — 58387 — 387 - 
ATLAS COPCO (INDIA) LTD. 57241 — X2 
| STERLITE OPTICAL TECHNOLOGIES LTD. =» 54986 —— 384 
© INGERSOLL-RAND (INDIA) LTD. 49480 E 
J| HONEYWELL AUTOMATION INDIA LTD. —- 491.38 — 406 - 
I vco LTD. l 404.27 467 
KSBPUMPS LTD. 35876 496 
; FERTILIZERS 
I NATIONAL FERTILIZERS LTD. 3602.07 69 
DP TATA CHEMICALS LTD. = 350285 73 
Ü RASHTRIYA CHEMICALS & FERTILIZERS LTD. — 307895 80 —- 
[| GUJARAT STATE FERTILIZERS & CHEMICALS LTD. 283145 89 
CHAMBAL FERTILISERS & CHEMICALS LTD. — 2741256 — 92 - 
| ZUARI INDUSTRIES LTD. — 2191.28 111 
[GUJARAT NARMADA VALLEY FERTILIZERS CO. LTD. 215048 112 - 
JI SOUTHERN PETROCHEMICAL INDS. CORPN. LTD. 205420 115 
| COROMANDEL FERTILISERS LTD. 187135 123 
Ü GODAVARI FERTILISERS & CHEMICALS LTD. 1524.93 150 
D)) NAGARJUNA FERTILIZERS & CHEMICALS LTD. 1452.11 158 
I) FERTILISERS & CHEMICALS, TRAVANCORE LTD. 1410.76 166 
| MANGALORE CHEMICALS & FERTILIZERS LTD. 1081.54 207 
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^ Industry-wise Classification 


INDUSTRY- 
ISE 


NET SALES 
RANKING 


Rs. CI 


NET SALES 
561.64 


COMPANY 
RANKING 




























> DEEPAK FERTILISERS & PETROCHEMS. CORPN. LTD. 
FMCG 









































58 HINDUSTAN LEVER LTD. 108651 — 24 
ITCLTD. 9763.47 27 
Mri NESTLE INDIA LTD. 244205 102 
NIRMALTD. — 1894.60 120 
ÜBRTAMNAINDUSTRESLTD. — — — 169558. 1384 
DABUR INDIA LTD. 123308  — 189. 
COLGATE-PALMOLIVE (INDIA) LTD. 112651 202 
MARICO LTD. 1038.03 END 
GLAXOSMITHKLINE CONSUMER HEALTHCARE LTD. 97789 229 
TATATEALTD. = 96364 — 291 - 
| AGRO TECH FOODS LTD. 93249 239 
7 ANKINDUSTRESLTD. - 805.74 259 
X. um PROCTER & GAMBLE HYGIENE & HEALTH CARELTD. 70132 309 
JHUNJHUNWALA VANASPAT LTD. 657.02 327 — 
| GODREJ CONSUMER PRODUCTS LTD. - 64862 333 
RUCHI INFRASTRUCTURE LTD. ——- 62992 343 
KSONSLT. — ss 008-18 MINE 
BI HATSUN AGRO PRODUCTS LTD. — — 53931 388 
19... AMRIT BANASPATI CO. LTD. - 46680 423 





380.34 










~ VENKYSS (INDIA) LTD. 
FOOTWEAR 


BATA INDIA LTD. 698.62 





GLASS & GLASSWARE 


ASAHI INDIA GLASS LTD. 


HINDUSTHAN NATIONAL GLASS & INDS. LTD. 
HEALTH SERVICES 


APOLLO HOSPITALS ENTERPRISE LTD. 





| 603.92 
413.38 











708.6 305 
HOSPITALITY 
INDIAN HOTELS CO. LTD. 1098.08 204 
EIHLTD. 74101 296 
INDUSTRIAL FURNACES 
ELECTROTHERM (INDIA) LTD. 366.38 492 
INFRASTRUCTURE 
LARSEN & TOUBRO LTD. 14748.37 17 
JAIPRAKASH ASSOCIATES LTD. 3139.00 79 
1. NAGARJUNA CONSTRUCTION CO. LTD. 1800123 —— 125. 
K E C INTERNATIONAL LTD. 1712.74 181 
IVRCLINFRASTRUCTURES & PROJECTS LTD. 1553.14 148 
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RANKING NETSALES | "006 
INFRASTRUCTURE 
BB HINDUSTAN CONSTRUCTION CO. LTD. - 
I RCON INTERNATIONAL LTD. 
ALSTOM PROJECTS INDIA LTD. 
IT 










. 1500.36 153 — 
105701 ^ 213 . 


943.31 238 




































































B TATA CONSULTANCY SERVICES LTD. 11216.11 
ES werom. ———— 1020079 — 26 - 
Bü wosstowoos:o goat 
BD) sarvan cowpurer senvoesi. 4619.11 56s 
DP) H C L INFOSYSTEMS LTD. 193943 118 
BE vosER BAER noA LTD. 166278 | 137 
Mee H C L TECHNOLOGIES LTD. — — — — 143810 — 
F camma. 1204.93 
Binecsounosim — — — ns 
10.) PATNI COMPUTER SYSTEMS LTD. — 87351 252 
Mc me om 
G2) POLARIS SOFTWARE LAB LTD. 683.38 310 
Neo —— NEUVES 
DUE TeLeDATAINFORWATICSLTD. = 56551 375 
IGATE GLOBAL SOLUTIONS LTD. —- 


563.10 








J| PRITHVI INFORMATION SOLUTIONS LTD. 






HEXAWARE TECHNOLOGIES LTD. 
JEWELRY 





357.87 S 








































MEE RAJESH EXPORTS LTD. — 528298 
eee GITANALIGEMSLTD. OOOO 1645.39 14 
SU SU-RAJ DIAMONDS & JEWELRY LTD. 122078 — 191 
EE ASIAN STAR CO. LTD. 1590 n 
IEEE SUASHISH DIAMONDS LTD. — — 
gp: om. 


EM CLASSIC DIAMONDS (NDIA) LTD. —— 
I SHRENUJ & CO. LTD. 
































LIQUORS 
I UNITED SPIRITS LTD. | 
gu cie 
RADICO KHAITAN LTD. 

MACHINERY 
SEM BHARAT HEAVY ELECTRICALSLTD. = 1357045 19 
IEEE BHARAT EARTH MOVERS LTD. 2059.64 114 - 
SS CUMMINS NDIA LTD. - 148966 155 








42 December 2006 | 






Industry-wise Classification 


INDUSTRY- 
WISE COMPANY 


NET SALES 


" RANKING 
RANKING NETSALES | "Ave 


MACHINERY 
































EE THERMAX LTD. — 
gue SE... 
LAKSHMI MACHINE WORKS LTD. 
©) REI AGRO LTD. 

BEP K F INDIA LTO. 

©) GREAVES COTTON LTD. 
| ALFA LAVAL (INDIA) LTD. 
+) KOHINOOR FOODS LTD. 

Y ELECON ENGINEERING CO. LTD. 
{| FAG BEARINGS INDIA LTD. 


7057 156 











143071 161 
183266 178 






























































MANUFACTURING 
MCLEOD RUSSEL INDIA LTD. 
; MEDIA 
>) ZEE TELEFLMS LTD. © BAO 27 
B HT MEDIALTD. 82300 272 
METALS 
HINDALCO INDUSTRIES LTD. © 1139.00 2A 
| STERLITE INDUSTRIES (INDIA) LTD. 7493.21 38 
NATIONAL METALS CO. LTD. —- O 488 — 53 
PP HINDUSTAN ZINC LTD. OO 3863.44 65 
| JINDAL STEEL & POWER LTD. 291891 88 
USHA MARTIN LTD. 161206 ENS 
HINDUSTAN COPPER LTD. | 95250 | 297. 
JAYASWALS NECO LTD. = (7 
MONNET ISPAT & ENERGY LTD. 787.10 282 








GRAPHITE INDIA LTD. 

MEN saecu 

| STEEL EXCHANGE INDIA LTD. — 

f SOUTHERN IRON & STEEL CO. LTD. 

pH Sm NOS- LTD. 

GILLETTE INDIA LTD. 

J| TATA METALIKS LTD. 

ADHUNIK METALIKS LTD. 

|) LG BALAKRISHNAN & BROS. LTD. 
f BALASORE ALLOYS LTD. 



































B VISA STEEL LTD. 
| MADRAS METALS CO. LTD. 
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: Rs. cr NET SALES 
TET METTE 
MINERALS 
| NATIONAL MINERAL DEVP CORPN. LTD. 
SESA GOA LTD. 
ASHAPURA MINECHEM LTD. 


MINING 









3710.92 
1698.76 132 
685.12 










































GUJARAT N R E COKE LTD. 


E GUJARAT MINERAL DEVP. CCRPN. LTD. 
NBFC 


HOUSING DEVELOPMENT FINANCE CORPN. LTD. 4218.96 — 


53361 390 
491.11 








61 








E Fcm. — 178292 129 
B Lc HOUSING FINANCE LTD. 136234 174 

| inFRASTRUCTURE DEVE FINANCE CO. LTD. — 100069 222 
E SHRIRAM TRANSPORT FINANCE CO. LTO. — — 82751 — 270 | 

















RELIANCE CAPITAL LTD. — || 87073 


MAHINDRA & MAHINDRA FINAN. SERV. LTD. 605.52 Xx [Piste un 
488.37 408 





B DSP MERILL LYNCH LTD. (FYJAN -DEC 2005 ) 
OFFSHORE DRILLING 


ABAN OFFSHORE LTD. 


488.30 409 


OIL 












B INDANOLLCORPN.LTB. = 184850.24 1 
[| RELIANCE INDUSTRIES LTD. 7804127 LIRE 
ll HINDUSTAN’ PETROLEUM CORPN. LTD. 72443.26 3 | 
| BHARAT PETROLEUM CORPN. LTD. 70232.58 4 
BE OLA NATURAL GAS CORPN. LTD. 4318931 5 
E CHENNAI PETROLEUM CORPN. LTD. 22470.02 10 


KOCHI REFINERIES LTD 
Mio a 
j| GULF OIL CORPN. LTD. 


; 3472080 .— 





ll ASIAN PAINTS LTD. | 243337 — 1308 

B KANSAINEROLACPAINTSLTD. ——- 100422 — 211 

f| BERGER PAINTS INDIA LTD. 9/7794 228 
|C INDIA LTD. 962.90 233 


PAPER 





Bi GALLARPUR INDUSTRIES ETD. — 179768 127 
B TAMIL NADU NEWSPRINT & PAPERSLTD. 806.42 277 
B JKPAPERLTO. — | 66131 326 
Í wesr COAST PAPER MILLSLTD. 525.42 393 
ANDHRA PRADESH PAPER ER MILLS LTD. 468.96 





 SESHASAYEE PAPER & BOARDS LTD. 41392 [7 
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NDUSTRY- - 
MS COMPANY ibd RANKING 
PETROCHEM 
MM MANGALORE REFINERY & PETROCHEMS. LTD. 25481.60 9 
By BONGAIGAON REFINERY & PETROCHEMS. LTD. 5728.99 45 - 
B CASTROL INDIA LTD. —- 145682 157 
By SAVITA CHEMICALS LTD. — — — — 60259 360 
RAIN CALCINING LTD. 570.39 — 373 
: PHARMA 
J| RANBAXY LABORATORIES LTD. 347993 74 
f CPLA cm. 297587 83 
Í DR. REDDY'S LABORATORIES LTD. 223656 108 
| LUPIN LTD. © 164899 139 
| GLAXOSMITHKLINE PHARMACEUTICALS LTD. 149491 154 - 
| AUROBINDO PHARMA LTD. . 1774 BEEN 
By NICHOLAS PIRAMALINDIALTD. ——- 139168 | 169 — 
| CADILA HEALTHCARE LTD. 127610 | 88 — 









| SUN PHARMACEUTICAL INDS. LTD. 1251.23 





BS AVENTIS PHARMA LTD. —- 
B vari LABORATORIES LTD. 
IPCA LABORATORIES LTD. 


ey Biocon LTD. |. 694 
I torrent PHARMACEUTICALS LTD. | — 603. 
B ALEMBIC LTD. 


$ PFIZER LTD. 


gi PANACEA BIOTEC LID, 
gl GLENMARK PHARMACEUTICALS LTD. 


932. "n heey 
































B NOVARTIS INDIA LTD. m 
| ABBOTT INDIA LTD. 48474 M2 
J| ip CHEMICALS & PHARMACEUTICALS LTD. 46092 425 — 
UNICHEM LABORATORIES LTD. 45435 430 
| MERCK LTD. ES | 39693 468 
DMI'S LABORATORIES LTD. 36746 ENMENS 


SHASUN CHEMICALS & DRUGS LTD. 
PHOTO FILMS 


JUU 
MM 
d E 





li GARWARE POLYESTER LTD. 49394 | 405 
B COSMO FILMS LTD. 41945 [5.7454 
JINDAL PHOTO LTD. 381.11 482 
PLASTICS 
BE INDIAN PETROCHEMICALS CORPN. LTD. 9001200 32 
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Industry-wise Classification 






























































































































































WSE, COMPANY ^ E ue ANN SE COMPANY e à i. y n ANN 
PLASTICS STEEL 
JUBILANT ORGANOSYS LTD. 1385.59 171 ISPAT INDUSTRIES LTD. 9072.13 ene 
I) SUPREME PETROCHEM LTD. ——— 194062 — 175 — ESSARSTEELLID. = 6168.74 — 43 
FLEX INDUSTRIES LTD. —- 1078.03 209 ‘JS WSTEEL LTD. 6161.33 44 
Il sours ASIAN PETROCHEM LTD. 921.90 — 240 JINDAL STAINLESS LTD. — 3255.04 — 76. 
| PIDILITE INDUSTRIES LTD. BHUSHAN STEEL & STRIPS LTD. —— 29088 — 
JAIN IRRIGATION SYSTEMS LTD. JINDAL SAW LTD. 2368.90 . 
Í SUPREME INDUSTRIES LTD. = 8 = NATIONAL STEEL & AGRO INDS. LTD. 1911.78 119 
| FINOLEX INDUSTRIES LTD. 300. J| WELSPUN-GUJARAT STAHL ROHREN LTD. — 187686 — 
| CIBA SPECIALTY CHEMICALS (INDIA) LTD. 624.27 348 - UTTAM GALVA STEELS LTD. o wes ME 
ocw.. | — 954 MED MUKAND LTD. 15822 ER 
I CHEMPLAST SANMAR LTD. | 58246 369 B TUBE INVESTMENTS OF INDIA LTD. —- 1523.03 151 
| PAPER PRODUCTS LTD. 43909 — 441 PSLLID. = 143325 160 
LANXESS AB S LTD. 413.18 LLOYDS STEEL INDS. LTD. — 138745 — 170 
II F CL TECHNOLOGIES & PRODUCTS LTD. 408.87 ISMTLID. — — 100220 — 212. 
B NILKAMAL PLASTICS LTD. 365.52 BRAMSARUPINDUSTRIESLTD. — — — 1017.16 — 219 
POWER | ELECTROSTEEL CASTINGS LTD. — — — 99654 | 224 - 
B NTP CLD. um 26122.90 8 SHREE PRECOATED STEELS LTD. — — 98826 —— 226 
I TATA POWER CO. LTD. | 454038 58 | MAHARASHTRASEAMLESSLTD. — — — 97234 —— 230 
If PETRONET L N G LTD. | 88690 — 63. SHAH ALLOYS LTD. 84919 263 
I] RELIANCE ENERGY LTD. | 8386657 — 64 MAN INDUSTRIES (INDIA) LTD. —— 835.65 266 
SUZLON ENERGY LTD. 3810.63 66 SUNFLAG IRON & STEEL CO. LTD. 778.30 284 
ee A 258080 99 J| SUJANA METAL PRODUCTS LTD. 70200 — 308 - 
] NEYVELI LIGNITE CORPN. LTD. 219928 — 110 IS STEELCO GUJARAT LTD. 64533 — 394. 
TORRENT POWER A E C LTD. [MERGED] 1412.11 —— 165 - Í| SURANA INDUSTRIES LTD. 625.52 347 
Id TORRENT POWER S E C LTD. [MERGED] 1013.08 220 E MAHINDRA UGINE STEEL CO. LTD. 612.55 355 
KALPATARU POWER TRANSMISSION LTD. 830.02 268 KALYANI STEELS LTD. | 86209 | 378 
I GUJARAT INDUSTRIES POWER CO. LTD. 756.65 289 BHUWALKASTEELINDS.LTD. — — —— 708 | M7 
Í GUJARAT GAS CO. LTD. 615.7435 PENNAR INDUSTRIES LTD. 4 4 
INDRAPRASTHA GAS LTD. | 5890303 392 RATHI ISPAT LTD. 
| BOCINDAALTD. 521.55 396 SUGAR 
SHPPING TRIVENI ENGINEERING & INDS. LTD. 119057 197 
| SHIPPING CORPN. OF INDIA LTD. 352968 T BALRAMPUR CHINI MILLS LTD. 1117.24 203 
GREAT EASTERN SHIPPING CO. LTD. — 220319 109 E | D-PARRY (INDIA) LTD. | 8088! 244 
] ESSAR SHIPPING LTD. l 682.58 323 BAJAJ HINDUSTHAN LTD. —- 846.22 - 264 
I VARUN SHIPPING CO. LTD. 64293 336 DHAMPUR SUGAR MILLS LTD. — 743.74 — 294 - 
B MERCATOR LINES LTD. 636.03 — 339 SHREE RENUKA SUGARS LTD. 080903 CO 
STER BANNARI AMMAN SUGARS LTD. 62991 344 
I STEEL AUTHORITY OF INDIA LTD. .— 28408.17 7 SAKTHI SUGARS LTD. oon N 
Il TATA STEEL LTD. 1507058 16 BMAWANASUGARSLID. = ss ssi 





| Chartered Financial Analyst | December 2006 | 45 


E ANALYST 
































































Um Rs.cr | NETSALES 
MN NETSALES | RANKING 
SUGAR 
SIMBHAOLI SUGARS LTD. 429.11 446 
TELECOM 
Í BHARTI AIRTEL LTD. 128188 2 
BÉ MAHANAGAR TELEPHONE NIGAM LTD. 5259.65 50 
B Vibes SANCHAR NGAMLTD. —- (378034 BT 
tiv. 160588 133 
Í TATA TELESERVICES (MAHARASHTRA) LTD. 1095.13 206 
HIMACHAL FUTURISTIC COMMUNICATIONS LTD. 75536 290 
AVAYA GLOBALCONNECT LTD. 435.37 — 443. 
TEXTILES ; : 
| INDO RAMA SYNTHETICS (INDIA) LTD. - 197027 117 
B vaRDHIMAN TEXTILES LTD. 188850 121 
BE arvo musio. 158333 144 
| ALOK INDUSTRIES LTD. OOOO 142556 163 
RAYMOND LTD. 00 1333.69 177 
SRFLTD 1295.79 181 


JINDAL POLY FILMS LTD. 
CENTURY ENKA LTD. 
RSWMLTD. 

S KUMAFS NATIONWIDE LTD. 
GOKALDAS EXPORTS LTD. 
| ABHISHEK INDUSTRIES LTD. 
J BF INDUSTRIES LTD. 
WELSPUN INDIA LTD. —— 
[ONON SAK MSL 
SUTLEJ INDS. - 
FORBES GOKAK LTD. 
JCTLD. — aU 
NOVA PETROCHEMICALS LTD. 
E NAHAR SPINNING MILLS LTD. 
FUTURA POLYESTERS LTD. 
B SMARAMSLKMLLSLTD. - 
ASHIMALTD. 
BD Esky kn (NDIA) LTD. 
 SANGHI POLYESTERS LTD. 
gen EXPORTS LW. 
MODIPON LTD. 
EASTERN SILK INDS. LTD. 


INDO RAMA TEXTILES LTD. — — 


19584 196 - 
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Industry-wise Classification 


INDUSTRY- 


c j 1s. € NET SALES 
WISE COMPANY | j 


RANKING 


XANKING NET SALE 2006 


TEXTILES 





F BANSWARA SYNTEX LTD. 389.52 473 





E NRCLID. —— 386.34 476 
BD SPENTEX INDUSTRIES LTD. —— 3/391 487 
BUE SUPER SPINNING MILLS LTD. — — 36928 489 
B vaa COTTON SPG. MILLS LTD. 35742 498 










TOBACCO 


GODFREY PHILLIPS INDIA LTD. 
TRADING 









634.99 340 















































| MMTCLTD. o 16385.88 13 
1589282 14 
f isP co.. - 15583.31 15 - 
ADANI ENTERPRISES LTD. | 933140 29 
É STATE TRADING CORPN. oF NDIALTD. —— 71:778 
VISHAL EXPORTS OVERSEAS LTD. — 393574 | 62 
| PTCINDIALTD. 305713 AES 
| SURANA CORPORATION LTD. 167913 | 195 - 
I PARKER AGROCHEM EXPORTS LTD. 1675.32 








PANTALOON RETAIL (NDIA) LTD. I5 
95908 235 








SICAL LOGISTICS LTD. a 
Í SAI SERVICE STATION LTD. - 726.19 298 
SHOPPER'S STOP LTD. —— | 64246 337 
Í| COMPETENT AUTOMOBILES CO. LTD. 48251 413 
TILLTD. 





499.70 427 


] HERBERTSONS LTD. 

Id USHA INTERNATIONAL LTD. 
ARVIND PRODUCTS LTD. 
3M INDIA LTD. 















37627 .— 485 


TRANSPORT 








CONTAINER CORPN. OF INDIA LTD. 243121 — 104 - 

TRANSPORT CORPORATION OF INDIA LTD. 8/363 251 

A B G SHIPYARD LTD. 541.74 385 
Í DREDGING CORPN. OF INDIA LTD. 507.13 401 

TYRES & TUBES 

MRFLTD. |. 29908 BH 

APOLLO TYRES LTD. _ 2609.97 97 

| JK INDUSTRIES LTD. — 210040 113 

CEAT LTD. 1745.95 130 

GOODYEAR INDIA LTD. 68892 317 





I] BALKRISHNA INDUSTRIES LTD. 
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At Geojit, we have kept pace with the nation’s progress. From being a 5 employee 
firm in 1987 to what we are today. With more than 400 branches spread across the 
nation and international ventures in the Middle East. From being a brokerage firm to 
being a financial institution with a wide service portfolio. Today with an ever expanding 
consumer base, we thrive on being ‘driven by trust’ 


Geojit Financial Services Ltd. Regd. Office : 5th Floor, Finance Towers, Kaloor, Kochi - 682 017 
Tel. 0484 - | 2405501/2, Fax 2405618. All India toll free helpline: 1800 - ~ 425 - : 5501. www.geojit. com 
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Progressing with the Nation. 
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Operating Profit Toppers 

















PBDIT RANKING COMPANY INDUSTRY pel NET SALES RANKING 2006 
SUM "3v OIL & NATURAL GAS CORPN. LTD. OIL E 32284.16 (ae 5 d» 23M 
ata i STATE BANK OF INDIA BANKING 27829.12 | | j 6 Joya 
DIE. Uer RELIANCE INDUSTRIES LTD. OIL 15006.58 i . é Tee 
XU ea IC |C I BANK LTD. BANKING 13452.54 » Es uu st 
A EAIA INDIAN olL CORPN. LTD. PE i l E OIL —€— — 9907.56 | | Ist, os Bi se 
eise N TP C a, ee | POWER | ihe dT. 9725.80 — i z 8 
it STEEL AUTHORITY OF INDIA LTD. STEEL 7627.76 7 
AE: PUNJAB NATIONAL - BANK I i BANKING | UR CE: oy k 25 
IE icut CANARA BANK BANKING TANS 6818.26- ERAS K 3 
BUR INDUSTRIAL DEVELOPMENT BANK OF INDIA LTD. BANKING .61 79. 64 Eg. m 
Highest Growth in Operating Profit 
b COMPANY INDUSTRY A pipiki PROFT | NET SALES RANKING 2006 
J| VIDEOCON INDUSTRIES LTD. ELECTRONICS 11291.04 chi Sx 
BALASORE ALLOYS LTD. METALS 9825.89 Wo 
I ADHUNIK METALIKS LTD. | METALS 368.26 43 
f C G IMPEX LTD. JEWELRY 357.89 HE. 
B MCLEOD RUSSEL INDIA LTD MANUFACTURING 250.35 QUE - 
| ASHAPURA MINECHEM LTD. | MINERALS - "nr NEED 
GUJARAT N R E COKE LTD. MINING 204.35 390 
JKCEMENTLTD. — : CEMENT — BN Ia 254 
SURANA INDUSTRIES LTD. -7 | 191.06 347 
HONEYWELL AUTOMATION INDIA LTD. ELECTRONICS 187. 74 406 





vM S OPERATING PROFIT MARGIN 
das COMPANY INDUSTRY d 
ORDING TO OPM (%) 





By HOUSING DEVELOPMENT FINANCE CORPN. LTD. NBFC » 
| RELIANCE CAPITAL LTD. NBFC 95.77 | 324 














I INFRASTRUCTURE DEVELOPMENT FINANCE CO. LTD. NBFC 93.61 COPS ATEM 
| L1 C HOUSING FINANCE LTD. NBFC 90.57 Re 
INDUSTRIAL DEVELOPMENT BANK OF INDIA LTD. -BANKING 90.38 eae AOE: 7 
| KARNATAKABANKLTD. — BANKING DTP SURG E ! 198 
IE NATIONAL MINERAL DEVP. CORPN. LTD. MINERALS |. i : - 68 
I GUJARAT N R E COKE LTD. MWG-. — "5 0 8 edu 390 - 
INDUSIND BANK LTD. — à BANKING PEE Cs 184 


CITY UNION BANK LTD. — ES UA tal) BANKING oHm a 499 


— —————— 
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Highest Profit Makers 


(Rs. cr) 











PAT RANKING COMPANY INDUSTRY - NET SALES RANKING 2006 
INN OIL & NATURAL GAS CORPN. LTD. OIL 14430.78 PIENE 5 : 
RELIANCE INDUSTRIES LTD. OIL 9069.34 2 
BE vtP cu. POWER 5820.20 4 8 
E INDIAN OIL CORPN. LTD. OIL 4914.36 | 7 
Bee STATEBANKOFINDIA O —  . AKING TF O e 
Bi) STEEL AUTHORITY OF INDIA LTD. i eet SER d Sco FOL E oom te 
A ae Id TATA STEEL LTD. E SER. 00 SUCCUM SE 16 
8 TATA CONSULTANCY SERVICES BET. ae Seok | 271687 -— 23 
ES iC IC I BANK LTD. 0e AU bs BANKING Le 5 MN P 12 
INFOSYS TECHNOLOGIES LTD. TU b xs | 2421.00 Shi 
- Highest Growth in Profits 


GROWTHIN 


COMPANY INDUSTRY PAT (2 NET SALES RANKING 2006 
LJ, 























ULTRATECH CEMENT LTD. CEMENT 7961.75 ac s 
I AGRO TECH FOODS LTD. FMCG 7383.33 iE. 
SUJANA METAL PRODUCTS LTD. STEEL 1887.50 308 
IN SANGHI INDUSTRIES LTD. CEMENT 1508.68 365 
5 FORCE MOTORS. LTD. | AUTO T 1007.72 m i a er 
SUJANA UNIVERSAL INDS. LTD. ZA 2 diane | CASTINGS & FORGINGS ; | 935.57 - 4 = (> MUS ds 
" LAKSHMI MACHINE WORKS LTD. Ge . | jn MACHINERY i PRU ELA ^ 45 ee T 178 
33 INDIA CEMENTS LTD. Pat me ER CEMENT Er oN» 589.3 30 ftr 149 
ORIENT PAPER & INDS. LTD. SANI ah ert DIVERSIFIED AR o dS. 687.59. a 
SURANA INDUSTRIES LTD. — — eta: STEEL _ 494.92 fet Dro. eae 
Highest Loss Makers 
: "o — COMPANY INDUSTRY he NET SALES RANKING 2006 
ME Riesig HIMACHAL FUTURISTIC COMMUNICATIONS LTD. TELECOM -924.54 290 | 
RR ISPAT INDUSTRIES LTD. STEEL -812.67 l 30 
EON TATA TELESERVICES (MAHARASHTRA) LTD. TELECOM -541.06 : 206 e 
EE T i LTD. TELECOM -451.48 133 
ES SOUTHERN PETROCHEMICAL INDS. CORPN. LTD. FERTILIZERS -208.29 REUS 
B IFCILTD. = dre. REN NBFC -178.10 129 
Be ESSAR oL LTD. i oe E Aio oer LY o cM 335 
MENU MYSORE CEMENTS TDN $5 E 
eee MID — LUIS TEXTILES 65.66 — 434 
LODS se wos LD. o 1 —,.u e. ë 


a MH 
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DO 369 Days Average Market Capitalization 


























M-CAP RANKING COMPANY INDUSTRY 365 DAYS hes MARKET CAP NET SALES RANKING 2006 
(ENDING ON 30.10.06) 
E ax OIL & NATURAL GAS CORPN. LTD. OIL 146264.50 5 
NEN RELIANCE INDUSTRIES LTD. OIL 98819.40 CERE ae 
EE N TP C LTD. POWER 84263.39 PASO E Ti 
EH TATA CONSULTANCY SERVICES LTD. IT 70129.64 or eS 
ES ‘NFOSYS TECHNOLOGIES LTD. 7 T |. 6848328 Er ee 
Gees BHARTI AIRTEL LTD. TELECOM: SRR os de E 
— PROUT nae M Hm eo Gnade rm RES Xo. 
EN INDIAN OIL CORPN. LTD. o OS |) ee ae pea 
EN TCUD O j ‘ TOBACCO ee . 1 MS 
STATEBANKOFINDIA ——— BANKING 42718.23 —— S n 








COMPANY INDUSTRY 














J K CEMENT LTD. CEMENT Sie 
I S KUMARS NATIONWIDE LTD. TEXTILES 245 Ex ae 
J CLARIANT CHEMICALS (INDIA) LTD.(*COLOUR-CHEM-05) CHEMICALS 261 wht +208 
CENTURION BANK OF PUNJAB LTD. ("BANK OF PUNJAB-05) BANKING 216 cuoc ess 
B SHRIRAM TRANSPORT FINANCE CO. LTD. NBFC 270 191. 
Eee 0 o way —  ) (m — PEE 
HIMACHAL FUTURISTIC COMMUNICATIONS LTD. - (REM 0 070 ^ SBNEM 














JAYANTAGRO-ORGANICSLTD. = Se eee eee: +125 
HINDUSTAN COPPER LTD. * METALS Y ee +122 
Ere SEMENT EREERI UD rum ate 39 










ui^ c COMPANY INDUSTRY NET SALES RANKING 2006 RANK LOSS FROM 2005 
HINDUSTAN ORGANIC CHEMICALS LTD. CHEMICALS 477 
GARWARE POLYESTER LTD. PHOTO FILMS 405 
ESSAR OIL LTD. oL 335 
I KALYANI STEELS LTD. STEEL 378 

p €—— —— — 


[APURTMARURR. —— | sh NR jos a. 












| RUCHI INFRASTRUCTURE LTD. DRM TUM uL. 
JCTLTD. Jed ht TEXTILES — | 9 AR. Nc oq 
j| ESSAR SHIPPING LTD. - " SHIPPING = 323 | E14 
MODIPON LTD. TEXTILES : 463 ND SS s 











RN | Naramhar INNA | Chartered Financial Analyst | 
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- Insurance is the Subject n 


There is no country like your own country. With Overseas Mediclaim 
from Oriental Insurance you will always feel completely at home 


wherever you are - complete medical protection in case of your getting 





sick while travelling will make your trip enjoyable and hassle free. 


Oriental Insurance Overseas Mediclaim -don't leave India without it. 


n RR ER m E P 





Regd. Office : Oriental House, A-25/27, Asaf Ali Road, New De 
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COMPANY 














I GITANJALI GEMS LTD. 
EN PUNU LLOYD LTD. 

Il MIRC ELECTRONICS LTD. 
I TECH MAHINDRA LTD. 
BY) RAMSARUP INDUSTRIES LTD. 

gue ee USMS HU 
B cs RENE EA 
oe STE SUSARS LTO. À 
MEE MAHINDRA & MAHNORA PNAN. SERV TTD. 
BE TELEDATAINFORMATICSLTD. — 
I GUJARAT N R E COKE LTD. 

HONEYWELL AUTOMATION INDIA LTD. 
| ABAN OFFSHORELTD.  « 
FUTURA POLYESTERS LTD. 
| BLKASHYAP&SONSLTD. — 

J| ELECON ENGINEERING CO. LTD. ——- 

| TATAMETALIKSLTD. —- 
HINDUSTAN MOTORS m. 
[OSEE 











poen 
B BALASORE ALLOYS LTD. 
B LUMAX INDUSTRIES LTD. 

| TINPLATE CO. OF INDIA LTD. 
| EMCO LTD. 

| EASTERN SILK NOS. LTD. 
D HINDUSTAN SANTARYWARE & IND. LTD. 


f VISA STEEL LTD. M 








| ANSAL PROPERTIES & INFRAST. UD. — 
J| MPHASISBFLLTD. T 

EL NDA LTD d 

| SPENTEX INDUSTRIES LTD. 
AMARA RAJA BATTERIES LTD. 





By ELECTROTHERM (INDIA) LTD. - 
HEXAWARE TECHNOLOGIES LTD. 





Got merged with TCS 

Got merged with Aditya Biria Nuvo on April '06 
. Got merged with IPCL 

Got merged with IDBI 


& o g w 
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Debutants 


















Not in Pi 























INDUSTRY pin COMPANY INDUSTRY 
2006 | 
JEWELRY 140 RRR) TATA INFOTECH: IT 
CONSTRUCTION — 167. | SANDESH MEDIA 
ELECTRONICS 192 BN INDO GULF FERTILIZERS? - FERTILIZERS 
IT (494 | LL AUTO 
STEEL Com | RECRON SYNTHETICS* TEXTILE 
‘SUGAR 316 M ZEMTHBIRLA(NDA) DIVERSIFIED 
Ne 324 | UNTEDWESTERN BANK: —  BAWNG 
SUGAR © 353 E IGPETROCHEMICALSLTD. CHEMICALS 
NBFO 357 EE FLEXTRONICS SOFTWARE SYS TO 
ix ss MN MODERN SYNTEX (NDIA) — TEE —— 
MINING - 390 ll JK SYNTHETICS CEMENT 
ELECTRONICS 406- NATIONAL ORGANIC CHEM. INDS. LTD. PLASTICS 
OFFSHORE DRIL. 409 ENSE BPL ELECTRONICS 
TEXTILES 420 I CENTURION BANK: BANKING 
CONSTRUCTION 424 BEES MONSANTOINDALTO. CHEMICALS ——— 
. MACHINERY 438 BB COLOR CHEM — . CHEMICALS | 
METALS 440 Jj OUDH SUGAR V MILLS LTD. SUGAR 
ATO. GS | MYSORE PAPER MILLS LTD. — PAPER 
METALS —— 453 f FLAT PRODUCT EQUIPMENTS © MACHINERY — —- 
.DMRSRED | 486. THRUMALAICHEMIGALS LTD. CHEMICALS 
METALS | 461 CENTRAL INDIA POLYESTERS — TEXTILE 
. AUTO 402 REPRE SRIRAM INVESTMENTS” NBFC 
METALS | 465 B FACOR STEELS LTD. STEEL 
ELECTRONICS == 467. B VIPPY INDUSTRIES LTD. FMCG 
TEMES — à 40 | JAGATJIT INDUSTRIES LIQUORS 
ceramic mues 471 (MMB Pcs TECHNOLOGY LTD. TO 
METALS — AT. [Foci — PHARMA — 
CONSTRUCTION | i 481 28h DEEPAK NITRITE LTD. CHEMICALS — 
"T — ME PTUSVAVNECLTD. STEEL 
“TRADING aas MN VALLABH STEELS LTD. STEEL 
TEXTILES 487. B TV S ELECTRONICS LTD. IT 
BATTERIES = 490. PANCHMAHAL STEEL LTD. STEEL 
IND. FURNACES 492- | JAIPRAKASH HYDROPOWER POWER 
T 497 LOYAL TEXTILE MILLS LTD. TEXTILE 
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Indian Oil and Gas Industry 


Consolidating its Position 





Indian oil companies are going glebal to consolidate their positions and 
emerge as major players. 





ndia is not only the fourth largest 

economy in the world, but has also 

emerged as the third largest oil 
consumer in Asia. This has been put- 
ting immense pressure on India to re- 
duce its crude oil imperts, which 
amount to 70% of the total oil and gas 
consumption. According to the World 
Energy Outlook, India’s erude import 
dependency is projected to rise up to 
94% in 2030 provided the current trend 
continues. 

It is an undisputable fact that along 
with the increasing globalization, 
India’s vulnerability to international 
oil price aberrations is also escalating. 
Spiraling oil prices are pushing Indian 
oil companies to discover ways of reduc- 
ing their dependency on crude oil im- 
ports. Hence, Indian oil companies are 
gearing up themselves to meet the ever- 
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increasing demand for oil by boosting 
the domestic exploration and produc- 
tion efforts as well as acquiring oil 
fields overseas. 


Domestic boost 

The size of the Indian oil and gas indus- 
try is currently estimated to be $110 bn 
which contributes to about 45% of 
India’s energy consumption. The indus- 
try solely contributes up to 64% of the 
government’s gross revenues in the form 
of taxes and duties. The entire value 
chain in the oil and gas industry usually 
has a three stage process— Exploration, 
Refining and Marketing. While up- 
stream companies like ONGC and OIL 
are involved in oil and gas exploration, 
downstream companies like IOC, 
HPCL, BPCL and Reliance are involved 
in refining and marketing. 


During the 1970s, there were only 
two national oil companies - ONGC 
and OIL— who could produce up to 70% 
of the domestic oil demand. Neverthe- 
less, their oil production gradually 
started to decline due to diminishing 
returns and lack of government funds 
to finance the exploration. Besides 
this, there was a steady increase in de- 
mand which made energy security a 
primary area of concern for the Indian 
economy. 

To tackle this problem, the govern- 
ment opened up the sector to private 
and foreign players by launching the 
New Exploration and Licensing Policy 
(NELP) in 1999. This policy has en- 
abled the participation of private and 
foreign exploration and production 
companies by awarding the explora- 
tion acreage through a formal bidding 
process. This move has proved to be 
successful with allotment of over 100 
blocks in the last five rounds starting 
from NELP I to NELP V. 

The sixth round, NELP VI, which 
kick-started in January 2006, has re- 
ceived 165 bids for 55 blocks on offer. 
This round also received bids from 35 
foreign participants, while ONGC has 
topped the list of maximum bids. Pro- 
duction sharing contracts are expected 
to be completed by January 2007 with 
expected investment of $8-10 bn which 
is higher than the combined invest- 
ment of $6 bn in all other rounds. 

The Indian Government is also pro- 
posing to formulate open acreage 
policy, which gives companies an op- 
portunity to bid for the desired explo- 
ration blocks without undergoing peri- 
odic rounds of award declaration. Com- 
panies can choose the blocks that suit 
their risk profile and bid accordingly, 
as blocks are available throughout the 
year. 
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Overseas acquisition binge 
The Indian economy which is currently 
riding on the high growth trajectory is 
fueling the huge demand for energy. 
However, India’s oil and gas resources 
are a meager 0.5% of the world, while it 
has over 15% of the world’s populaticn. 
Hence, other than giving impetus to tae 
domestic exploration and production, In- 
dia is also banking on the overseas ac- 
quisition of oil fields to cater effectively 
to the growing demand. According to an 
August 2006 report by FICCI, ONGC's 
overseas deals alone account for about 
40% of $5.2 bn that India Inc. has spent 
on cross-border M&As in 2006. ONGC, 
through its overseas arm ONGC Videsh 
Ltd. (OVL), has big plans to acquire a 
stake of 20 million tons cf oil and gas by 
2019. OVL, which formed ONGC Mittal 
Energy Ltd. in a joint venture with 
Mittal Group, has recently clinched a 
deal with the Nigerian government to 
acquire rights for 32.5 million metric 
tons of crude oil per year, which equals 
India’s current annual production of oil. 
The Indian Government has al- 
lowed OIL and IOCL to set up special 
purpose vehicles which will be project 
specific for acquiring overseas oilfields. 
On similar lines, MMTC and BPCL 
have also tied up to venture into inter- 
national trading of petraleum products. 
Besides this, an Indian consortium 
formed by three national oil majors— 
OVL, IOCL, and OIL—has recently 
struck oil in three wells drilled in Irar’s 
Farsi exploration block. 


Leveraging partnerships 

India and China, which are among the 
world’s fastest growing economies, have 
realized that cooperation will yield better 
results than competition. Hence, the tvro 
archrivals have decided to collaborate in 
acquiring the overseas crude oil reserves. 
In a 50:50 joint venture between OVL and 
Sinopec’s subsidiary, the two Asian ma- 
jors undertook their first acquisition of a 
Colombian oil field, Omimex de Colora- 
bia Ltd., which has 300 million barrels of 
oil. Apart from India-China partner- 
ships, India is also looking forward to 
partner with other BRIC countries. It has 
also been improving relationships with 
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neighboring countries like Pakistan, 
Bangladesh, Myanmar, etc., for the seam- 
less flow of gas pipelines across the bor- 
ders. OVL currently has equity in 24 oil 
and gas projects spread across 14 coun- 
tries, including Russia, Sudan, Vietnam, 
and Myanmar. 


Challenges 

Irrespective of the roller coaster ride of the 
international oil prices, the Indian Gov- 
ernment has been giving subsidies for 
household energy resources like kerosene 
and LPG to reduce the burden on house- 
holders. Although the international en- 
ergy prices have gone up by 88% in the 
past one year, in India, the oil prices have 
risen by less than 15%. This in turn is 
increasing the burden on the government 
and nationalized oil and gas companies. 
There is a lurking danger that this might 
hamper the growth of the Indian 
economy, as it dampens the profits of the 
oil industry which is a major contributor 
for the growth of the economy. 

Analysts feel that the government’s 
petroleum-pricing policy is creating prob- 
lems in realizing the sector’s huge poten- 
tial. Hence, to offset certain portion of 
losses suffered by the oil marketing com- 
panies, the government is offering bonds 
to them for selling the oil at lower costs. 
To avoid selling oil and gas at lower 
prices, private sector companies like Reli- 
ance Industries are engaged in exporting 
large parts of their output. 


Outlook 

Indian refining companies have distinct 
cost competitiveness in terms of location 
advantage. Cheaper power and labor 
costs over its Asian counterparts can 
make India an attractive investment 
destination. Besides this, India can le- 
verage its huge untapped potential by 
way of increasing emphasis on public- 
private partnerships in exploring more 
number of reserves. Consolidating its 
position globally can also pay off its ef- 
forts to emerge as a global player. 


Major players 

IOCL 

Indian Oil Corporation Ltd. (IOCL), 
India's largest public sector company, is 


the highest ranked Indian company in : 
the prestigious Fortune “Global 500” 
listing. It has been ranked as the 21* 
largest petroleum company in the world 
and also the number one petroleum 
trading company among the national oil 
companies in the Asia-Pacific region. 

IOCL is aiming to achieve US$60 bn 
revenues by the year 2011-12 from cur- 
rent revenues of US$41 bn. To emerge as 
a transnational energy major, IOCL has 
set up subsidiaries in Mauritius, Sri 
Lanka, and UAE, and is concurrently ex- 
ploring new opportunities in energy mar- 
kets of Asia and Africa. 

HPCL 

Hindustan Petroleum Corporation Lim- 
ited (HPCL) is the second largest govern- 
ment-owned integrated oil refining and 
marketing company in India. HPCL is 
planning to invest Rs. 300 bn for setting 
up a mega refinery project in the special 
SEZ of Visakhapatnam. The Andhra 
Pradesh Government has allotted 1,500 
acres of land to the company. 

HPCL is planning to spend $5.1 bn on 
capital expenditure over the next four 
years, with a special emphasis on natural 
gas distribution and exploration. GAIL 
and HPCL are planning to float joint ven- 
ture companies to implement city gas 
projects in Rajasthan and Gujarat. 
ONGC 
Oil and Natural Gas Corporation 
(ONGO) is a leading national oil com- 
pany of India, which is mainly involved 
in exploration and production of crude 
oil, natural gas and other value-added 
products. ONGC is all set to increase 
investments during the 11^ plan period 
for both domestic and overseas oil and 
gas exploration and production. The to- 
tal investments amount to over Rs. 
130,000 cr from 2007 to 2012, out of 
which Rs. 80,000 cr will be spent on do- 
mestic oil and gas exploration and pro- 
duction and Rs. 50,000 cr on the over- 
seas acquisition of oil fields. As a part 
of the plan, ONGC is gearing up to in- 
vest Rs. 8,000-10,000 cr in 29 offshore 
marginal fields surrounding Mumbai 
High and Bassein fields.m 


- D Satish and Y Bala Bharathi 


Reference # 01M-2006-12-03-01 
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Indian Automotive Industry 


A Global Hub in the Making 


ES 


‘i 





The large consumer base coupled with low factor costs is driving the Indian 
automotive industry to new heights. The country is fast emerging as a hub 


for the global auto industry. 





The success of the Indian automobile 
and auto components industry is a proud 
symbol of the success of Indian enter- 
prises in this new era of globalization. 
Brand India has now begun to make its 
mark on the worid stage. 

—Manmohan Singh 
Prime Minister 


e Indian automobile industry 
has been growing at 14% a year 
since the last five years. The in- 

dustry has crossed an important mile- 
stone in 2005-06 by achieving a produc- 
tion of 10 million vehicles, including the 
tractors. The 2005-06 results were en- 
couraging in all the segments with the 
industry recording 1346 growth in sales 
volume over 2004-05. Passenger vehicle 
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sales have posted 8% growth due to de- 
layed purchases by consumers as a re- 
sult of budget announcements. How- 
ever, the exact trend is yet to be seen in 
subsequent quarters of FY2007. 


On the fast track 


Though, small and compact cars have 
been dominating the industry, MUVs 
and other higher-ended car segments 
are catching up very fast due to rising 
income levels of car owners who are 
migrating to high-end cars quite fre- 
quently. More importantly, shorten- 
ing vehicle replacement age is another 
key demand driver. According to in- 
dustry estimates, the replacement 
age for two-wheelers has shortened 
from five years to three years in 2003. 


In the case of cars, it has come down to 
five years from seven years. Maruti is 
maintaining its market leader posi- 
tion despite the entry of new models 
by other players. However, its nearest 
competitor Hyundai is leading the 
pack in car exports with 50% surge per 
year. The used car market is growing 
at a rapid pace and it has become lu- 
crative opportunity for car majors 
such as Maruti where margins are 
better than new vehicle sales. 

Similar to the industry trend, 
three-wheeler sales have grown by 
17%. On the other hand, two-wheeler 
sales have grown by 14% with motor- 
cycles contributing to 17% growth. 
Though Hero Honda has been steadily 
maintaining its market leader posi- 
tion in two-wheeler sales (2.8 mil- 
lion), its market share has dropped to 
49% from 52% in 2004. Simulta- 
neously, Bajaj Auto's market share 
with sales of 1.7 million has grown 
from 27% to 30%. With growing indus- 
trial and agricultural output in the 
country, the commercial vehicle seg- 
ment recorded a growth rate of 10%. 
While the Medium and Heavy Com- 
mercial Vehicles (M&HCV) segment 
has grown by 4.5%, the Light Com- 
mercial Vehicles (LCVs) segment 
grew by more than 19% during 2005- 
06. Superior roads have lead to freight 
transport by road, and increased ac- 
tivity in the exploration, mining and 
construction has contributed to in- 
crease sales for CVs. In addition to 
these factors, the Supreme Court ban 
on overloading of trucks and order to 
replace trucks over 15 years has cre- 
ated fresh demand for CVs. 

Indian automotive exports have 
grown at a scorching rate of 40% over 
the last few years. Automotive ex- 
ports as a proportion of total produc- 
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tion have increased to 8.996 in 2005- 
06 from 2.9% in 1999-2000. Total 
value of exports was around $6 bn in 
2005-06, of which vehicle exports con- 
tributed to around $4 bn to SAARC 
countries, EU, North America and 
Middle East. Automobile industry ex- 
ports grew by more than 28% in 2005- 
06 as compared to 2004-05; commer- 
cial vehicle exports grew by 3646 to 
40,581 units during this period; pas- 
senger vehicle exports grew by around 
6%; and two-wheeler exports crossed 
513,256 units, recording a growth rate 
of plus 40% over the last year. These 
exports are expected to provide the 
cushion for next few years in case of 
domestic demand downturn. 


Surge in components 

The auto component industry is thriv- 
ing due to a rise in global sourcing and is 
currently estimated at $10 bn with ex- 
ports at $1.8 bn. It had recorded a 
CAGR of 33% during the past three 
years. Domestic demand and 
outsourcing are expected to be major fu- 
ture growth drivers with increase in 
sales of automotives and acceptance of 
Indian models abroad. Companies such 
as Ford, General Motors, Fiat and 
DaimlerChrysler are already sourcing 
significant volumes of auto components 
from India every year. Further, Delphi 
and Toyota have set up their own facili- 
ties in India to export to their global 
operations; while Indian auto compo- 
nent companies have been ramping up 
capacities to meet the burgeoning de- 
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mand. Along with growing domestic de- 
mand and alliances/projects announced 
such as M&M-Renault, Suzuki-Nissan 
and Tata’s 1 lakh car projects, there has 
been demand for localized components 
to reduce cost of production while main- 
taining the same quality. Companies 
like Bharat Forge and M&M have been 
acquiring facilities and operations over- 
seas to gain direct access to global 
OEMs and expanding their product 
portfolio besides the outsourcing or- 
ders. As vendor rationalization is hap- 
pening in the automobile industry, com- 
panies are reducing the number of ven- 
dors. So auto component companies 
have been scaling up to make the pro- 
duction assemblies to get better mar- 
gins. 

Foreign car majors have chalked out 
big plans for the auto components seg- 
ment. Hyundai is entering with its com- 
ponent arm Hyundai-Mobis, and GM 
has been increasing the sourcing from 
India. Even homegrown auto majors 
such as Tata Motors and M&M have 
been betting big on components busi- 
ness through their subsidiaries TACO 
and MSAT respectively. According to a 
recent ACMA and McKinsey study, 
outsourcing in the auto component sec- 
tor could be worth $375 bn by 2015 and 
India has the potential to capture up to 
$25 bn of this to become the developing 
world’s top sourcing base. 

In accordance with India’s strat- 
egy to become the export hub for small 
cars and two-wheelers, the govern- 


ment has reduced excise duty to 16% 
from 24% for small cars. These fiscal 
incentives have driven global auto 
firms like Suzuki, Nissan and 
Hyundai lining up over $6 bn invest- 
ments plans to build small car bases 
in India. The government is now look- 
ing at extending an excise duty cut for 
big cars that are longer than 4 meters. 
With the signing of FTA with Thai- 
land, auto component companies are 
worried of a possible rise in cheap im- 
ports that would dent their competi- 
tiveness. 

Industry players are urging the 
government for favorable policies like 
tax holidays, reducing import duties 
and more investments in infrastruc- 
ture. The government has proposed 
that automotive hubs are also likely 
to get fiscal incentives like SEZs and 
tax holidays for automotive invest- 
ments exceeding Rs. 500 cr. To create 
globally competitive technology, gov- 
ernment and industry are jointly in- 
vesting about $400mn in testing, re- 
search and development centers 
across the country. 

International car makers such as 
Hyundai, Suzuki, Ford, Volvo and even 
BMW have been ramping up their 
business plans in India. For instance, 
Hyundai has announced a second plant 
for manufacturing cars, engines, trans- 
missions and R&D center which make 
up a total of $1 bn compared to $733 
mn invested since 1996. According to 
estimates, out of 300 million middle- 
class, about 100 million have the 
means to buy a car. The huge potential 
has been driving future expansion 
plans which aim to catapult auto sales 
from about $36 bn last year to $145 bn 
by 2016, according to SIAM. Given the 
low penetration and sector contribu- 
tion to the country's GDP at 5% (10% in 
developed countries), there is a huge 
potential that can be exploited in the 
future. Accordingly, the industry has a 
strong multiplier effect on the Indian 
economy and it can be a major growth 
driver in the future.m 


— N Janardhan Rao and Ravi Babu Adusumilli 
Reference # 01M-2006-12-04-01 
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Steel Industry 


Thriving on Domestic Boom 





Though the steel production has increased rising input costs, declining steel 
prices have been hitting the performance of steel companies. 





e global steel industry has seen 
robust demand growth during 
2005-06, though the decreased 

steel prices and increased iron ore 
prices have put pressure on margins for 
Indian steel players in the last fiscal. 
The demand-supply imbalances are al- 
ready daunting the industry with peak- 
ing imports. Moreover, the industry is 
banking on domestic demand rather 
than export demand with surplus ca- 
pacities and declining steel prices. 


Upbeat on the domestic demand 


Being the eighth largest among the 
world’s crude steel producers, Indian 
steel production stood at 42.5 million 
tons (mt) in FY06, compared to 38 mt in 
FY05. Out of the total production, exports 
constituted another 4.35 mt. More impor- 
tantly, India produced about 150 mt of 
iron ore out of which 60% was exported. 
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Though steel production and con- 
sumption have increased significantly, 
financial performance of steel compa- 
nies in the last fiscal year has been pale 
when compared to that of 2004-05. This 
can be attributed to the steadily declin- 
ing steel prices in the domestic market; 
a twofold increase in iron ore prices has 
affected the growth in sales and mar- 
gins in the subsequent quarters. After 
recording double digit growth in sales 
and profit in 2004-2005, companies 
have experienced single digit growth in 
sales and negative growth in PAT in 
2005-2006. India is becoming a net im- 
porter of steel as the imbalances in iron 
supply are looming large. Imports are 
peaking to 5-7 mt of the total produc- 
tion of 42 mt. And, if the industry grows 
at the current pace, there is need for an- 
other 20 mt of capacity by 2010. While 
demand for the next year is expected to 


grow at a rate of 10%, new supply addi- 
tion is at least four years away. 

Government spending on infrastruc- 
ture projects such as roads and power 
coupled with boom in the auto and auto 
ancillary industries have emerged as 
strong demand drivers for steel in 
India. The major demand comes from 
construction and railways—the con- 
struction sector contributes 11% to the 
GDP and railways continue to modern- 
ize the rails; the rolling stock which is 
consuming 3.5% of the total steel output 
now is expected to consume 7.3% steel in 
the next four years. 

Major PSUs in the sector include 
SAIL, Rashtriya Ispat Nigam Limited 
and Sponge Iron India Limited. SAIL 
has proposed expansion plans worth Rs. 
37,000 cr to increase its production to 
about 22.5 mt, which it hopes to com- 
plete in three years, before the coming up 
of POSCO and Mittal capacities in India 
to face the competition. Competing pri- 
vate sector companies are Tata Steel, 
Essar Steel, Ispat Industries and JSW 
Steel Ltd. Given the high international 
prices and high domestic demand, abun- 
dant natural resources, specifically the 
iron ore reserves, and low-cost produc- 
tion capacities have induced global steel 
players to set up plants in India. MNCs 
like Mittal Steel (UK) and POSCO (Ko- 
rea) have planned huge investments in 
the country. Given the bumper outlook 
for steel demand, the foreign investors 
can’t overlook investing in Indian steel 
sector. The Orissa state has signed a to- 
tal of $30 bn projects with Mittal, 
POSCO, Tata and Vedanta. 


Issues holding back the industry 

The steel inventory build up in Asia has 
resulted in a sharp slowdown in steel 
prices. The global steel prices are moving 
in accordance with Chinese supply and 
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Industry 


production cuts. HR (hot rolled) coil 
prices have reached $560/ton in March 
2005, and after demand slowdown in 
China, the build up inventories have re- 
sulted in sharp decline of 30% to $395/ 
ton in the period between March-Decem- 
ber 2005. Moreover, as there is no steel 
capacity adding up in the rest of the 
world, the capacity build up in China will 
result in higher exports. 

As input costs are rising and steel 
prices declining, acquiring the raw mate- 
rial supplies both on the domestic and 
global fronts is another cause for concern 
in the industry. Cost of steel making var- 
ies with factors such as self-sufficiency in 
raw material and power cost. It is high- 
est in EU ($445/ton) while global aver- 
age is $360/ton. While the average cost of 
steel making in India stands at $266/ 
ton, Tata charges $200/ton, which is low- 
ast in the world. The fresh iron ore con- 
tracts with foreign importers are likely 
to be signed in the range of 15-19% rates 
higher than the previous rates, which 
will add more strain on steel prices. 

To become competitive in the global 
market, the Indian Government is work- 
ing towards granting captive licenses for 
iron ore licensing te the private sector 
players through the National Mining 
Policy. The National Steel Policy has set 
a target of achieving 110 mt of steel pro- 
duction by 2019; it would need 180 mt 
iron ore. Many players have urged the 
government to ban iron ore exports. The 
private exporters are largely responsible 
for the development of a substantial 
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spot market to cater for Chinese de- 
mand. As 80% iron ore exports are met 
by private sector companies, they are li- 
able to face a tough time. But in the short 
run, iron ore exports may continue as the 
government is thinking of review them 
when the fresh steel capacities come up 
in India in the next 3-4 years. Indian 
players are meeting over 50% of coking 
coal demand from the imports. Periodi- 
cally, a shortage of coking coal has con- 
strained Indian steel production. India 
is largely dependent on Australia to 
meet its coke demand. Hence, Indian 
government is encouraging steel compa- 
nies to secure supplies by investing in 
coal mines abroad. 

Domestic steel players have been 
facing price pressure due to imports 
from CIS countries are rising, and do- 
mestic production in China is also on 
the rise and it has become net exporter 
of steel. Seeking for protection from the 
rising steel imports, the industry wants 
an import duty hike from the present 
5% to at least 15% and at the same 
time seeks for excise duties to be cut 
down to 8% to provide relief to the down- 
stream industries. 

On the operations front, steel firms 
are using energy as the prop to lift their 
bottom lines. As energy which consti- 
tutes 35% of the total production cost is 
the crucial input for steel making, gains 
from energy saving are significant for 
profits. SAIL and Tata Steel have 
achieved 4-5% reduction in the total en- 
ergy consumption. The fuel consump- 
tion in proportion to the total sales has 
reduced to 7% in 2006 from 10.8% in 
2003 despite the fuel cost having al- 
most doubled in the same period. 

Consolidation in the steel industry 
is inevitable as firms are seeking lever- 
age over the few global suppliers of raw 
materials such as iron ore and coking 
coal. The Indian steel industry is fairly 
consolidated unlike the global industry. 
Over 509» of the steel market is con- 
trolled by five top players in India un- 
like 27% in the global market. 

Tata has proposed to acquire Corus 
(an Anglo-Dutch steel maker) for $8.1 
bn to become the world's fifth largest 
steel maker. The Arcelor-Mittal deal 





and POSCO plans to set up fully inte- 
grated plants in India make Tata vul- 
nerable. As part of de-integration strat- 
egy, the tide of acquisitions by Tata 
Steel in recent years gives them access 
to high-end product markets in Europe 
and other countries. 


Indian steel — The next China? 
According to GFMS, a UK-based metal 
consulting firm, given the rise in the 
economic activities in the country, the 
steel industry is poised for a signifi- 
cant growth and is being hailed as the 
next China with the sharp jump in 
crude steel production to 100 mt per 
year by 2020. In fact, Chinese steel 
production has reached 340 mt in 2005 
from just 100 mt in 1995 with a CAGR 
of 10.5%. The report also says that 
while Indian crude steel output is 
starting from a much lower base and 
the economic steel-consuming struc- 
ture of China is substantially different 
from India, the country has recently es- 
tablished a long-term goal of raising 
crude steel production to 100 mt per 
year by 2020. 

The Chinese government plans to 
shutdown 100 mt capacity steel plants 
due to inefficiencies and polluting 
problems. If this were to happen in the 
near future, China will become net im- 
porter again, spiking fresh demand for 
steel all over the world. And, Indian 
steel companies, having sufficient ca- 
pacity to meet domestic and export de- 
mand, can bank on Chinese demand 
for steel. The potential risks are the 
possible delay in big infrastructure 
projects which may hamper domestic 
steel demand. Due to high cost of capi- 
tal, all players cannot develop the pro- 
posed capacity. The rise in steel pro- 
duction capacity will come from expan- 
sion plans of existing steel companies 
in the near future. Booming construc- 
tion and auto sectors combined with 
export opportunity in the global mar- 
kets have the potential to re-define the 
landscape of steel industry in India in 
the days to come.m 


—N Janardhan Rao and Ravi Babu Adusumilli 
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Concrete Growth 





The unprecedented growth in the infrastructure and housing sector coupled 
with rising exports is driving the cement industry forward. 





t is action time now for the Indian 

cement industry which was 

plagued by fragmentation and 
overcapacity. A booming infrastruc- 
ture sector coupled with a vibrant 
housing sector has injected a new lease 
of life into the sector, which had almost 
become moribund just a couple of 
years ago. However, as a result of con- 
solidation over the last five years, the 
players have not only been able to 
achieve economies of scale but also 
have improved their efficiency. Indeed 
a spate of big ticket acquisitions and 
greater capacity utilization have 
brought about the much needed zing in 
the rather insipid industry. Global ce- 
ment major Holcim shook the market 
when it, in a giant stroke, acquired con- 
trolling stakes in Gujarat Ambuja 
and, in turn, in domestic major ACC. 
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Today, nine major players account for 
over 65% of the market share. In terms 
of installed capacity too, a group of 11 
major players share among them- 
selves close to 70% of the total in- 
stalled capacity of 157 million tons per 
annum (mtpa) as of FY 2006. In terms 
of production during the said fiscal, 
these players account for over 72% of 
the total production, while the rest 
shared among smaller, fragmented 
players. 

And it won't be surprising to see 
further consolidation in the industry 
given the huge untapped demand in 
the country, which is the second largest 
producer of cement in the world after 
China and well ahead of the third and 
fourth largest producers US and Ja- 
pan, and as the growth of the domestic 
economy continues to be robust; India's 


per capita cement consumption at 125 
kg per year is well below the interna- 
tional standard. 


Driven by demand 


Growing domestic demand is the main 
driver behind the good show of the ce- 
ment industry. Of the sectors pushing 
the demand is the housing, which now 
accounts for the largest share of over 
5596, followed by infrastructure sector 
(25%) and, commercial projects (20%). 
The figures further suggest that during 
FY2006, the domestic demand grew by 
10% to 135.56 mtpa. 

The surge in demand came from the 
southern and western parts of the 
country. In the eastern region, demand 
was mainly driven by housing sector; 
on the contrary, in the western, south- 
ern and northern regions, it was the in- 
frastructure and investment in indus- 
trial projects that spurred demand. 
According to the research firm CRIS 
INFAC, the demand for cement is ex- 
pected to grow by 8% over the next two 
years. It further expects exports also to 
grow significantly, in double-digit in 
the near- term on the back of strong 
demand from the Middle East. The 
construction activity in the Middle 
East is expected to grow significantly, 
which would give a boost to the de- 
mand. 

The cement industry contributes 
1.3% to the GDP and employs over 1.4 
lakh people. It is a significant con- 
tributor to the state coffers in terms of 
excise and sales taxes since the tax 
buoyancy (almost 30% of the selling 
price goes as tax proceeds) of cement is 
very high. In India, both installed ca- 
pacity and actual production have 
grown significantly over the past few 
decades. According to India's leading 
rating agency ICRA, on a decadal ba- 
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In the long run, | do not see more than 10 to 15 players in the Indian cement 


scenario. 


— R Kishnachander 


Asst. Vice-President (MS), The India Cements Ltd., Chennai 


What factors do you attribute to the stellar growth of the ce- 
ment industry in Incia in recent times? 

The introduction of total decontrol in 1989 and the 
economic liberalization initiatives of the Govern- 
ment of India are the two main factors for the stellar 
growth of the industry. The growth of the cement in- 
dustry is very much linked to the country’s GDP 
growth, which has been extremely commendable at 
8% over the last three years. The CAGR of the indus- 
try which was about 7-8% is now averaging around 
10% in the last two years. 


However, in the wake of rising interest rates and rising oil 
prices, do you think that the industry can maintain its growth 
rate of the past? 

A noteworthy and heartening feature of India’s 
economy is that high oil prices, rising interest rates 
and inconsistent agricultural growth have failed to 
slew down the momentum; and that economic growth 
is becoming more balanced and sustainable—reflect- 
ing an innate resilience. 

While India’s dependency on oi: imports needs to 
be contained, the recent striking of oil and gas in differ- 
en: fields augurs well for the future. With the preva- 
lert boom in the housing sector anc the government's 
continued thrust on infrastructure development, the 
cement industry is set to maintain an annual growth 
rate of 9-10%. 


With the latest round of consolidation meves by key multina- 
tional cement majors, what is your take on the consolidation 
in the industry, going aheac? 

Except for India and China, where the number of 
players are many, the rest of the world has limited 
number of players operating successfully both for the 
benefit of the consumers and the industry. Consolida- 
tion will definitely take place, eliminating the fringe 
players and small capacities. In the long run, I do not 
see more than 10 to 15 players in the Indian cement 
scenario. 
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The consolidation moves by big MNCs have, however, also raised 
concerns over exorbitant price rises in future. What is your view? 
MNCs are operating all over the world including 
China and also countries in Asia, Europe and the US. 
The prices charged by the MNCs in all countries in 
Asia are not high and are quite competitive. 

It is only in the US and in some parts of Europe 
where the standards and operating costs and logis- 
tics costs are much higher. Even in South America, 
the prices are not on the high side. 


Do you think that this could only add to the cartelization as 
feared by some industry experts? 

The price is the factor of demand and supply. For the 
period 2001-05, the prices were low and many cement 
companies were making losses which was mainly 
due to overcapacity in the industry, coupled with poor 
demand. If cartelization had existed, the story would 
have been different. 


How do you see the overseas cement exports from India? Will 
it have an adverse impact on the cement prices in the country, 
thereby hurting the consumers? 

Cement exports from India are hardly 
5 to 696 of the total production. With more capacities 
added in the Gulf Cooperation Council (GCC) coun- 
tries, Iran, etc., the exporters are looking for new mar- 
kets in the coming years. 

Cement availability in India is sufficient to meet the 
current requirement of the consumers. The current oper- 
ating capacity of the industry is around 90 to 95%; and 
this can be stepped up if necessary. Over 100 million tons 
capacity expansions have also been announced. 


What is your outlook on the industry in the long-term? 

The cement industry is very closely involved in the 
progress and the building of the nation. With millions 
of houses to be built and the huge demand for infra- 
structure, the industry outlook is excellent in the 
short- and long-term. The industry is certainly geared 
to meet the requirements of the country. 


| Chartered Financial Analyst | 





Going Up 


Cement Demand 
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sis, cement production in the country 
increased at an annual average of 8.2% 
during FY1996-2006. In FY06, produc- 
tion touched 141.6 mtpa, a growth of 
11.2% over FY05; during FY05 and 
FY04, cement production in the country 
increased by 8.6% and 5.5% respec- 
tively. Installed capacity in FY06 also 
increased by nearly 3.8% and reached 
157 mtpa. On the export front also— 
both in terms of volume of exports and 
exports as a proportion of total produc- 
tion—results in FY06 showed improve- 
ments in results over the last year. For 
instance, in FY06, Indian companies 
exported six million tons of cement, ac- 
counting for over 4% of the total produc- 
tion, whereas in FY05, cement exports 
were 4.1 million tons, which accounted 
for 3.2% of the total production. 


Prices — Good going 
According to a research by ICRA, the ce- 
ment prices witnessed upward momen- 
tum since FY2004. However, the re- 
search also showed that the regional 
variations in the Indian market have 
resulted in the cement prices across re- 
gions witnessing movement within a 
band, with no appreciable increase in 
any region. Nevertheless, as industry 
experts expect the prices to remain firm 
in the near-term given the robust eco- 
nomic growth and a booming construc- 
tion industry, it augurs well for the ce- 
ment industry. 

Another factor that would benefit 
the industry players would be better 


| Chartered Financial Analyst | 


price realization as a result of modern- 
ization and various cost-cutting mea- 
sures. Over the past few years, cement 
majors have introduced a number of 
cost-cutting and energy-saving mea- 
sures, including rapid restructuring, 
consolidation and technological 
upgradation. 

Also, with cement prices firming up 
globally, especially in the West Asia 
and South-East Asia, the major export 
destinations, domestic manufacturers 
could reap the benefit going forward as 
exports rise from the country. 


Consolidation spree 

Just a decade ago, the domestic cement 
industry was struggling with issues like 
high fragmentation (too many players 
with insignificant market share), over- 
capacity, sluggish demand, and lacklus- 
ter prices. However, during the last few 
years, the industry has experienced a 
strong dosage of consolidation, with 
some big-ticket acquisitions happen- 
ing, which has dramatically changed 
the industry's landscape. Several 
MNCs like Lafarge, Italcementi, and 
now Holcim have entered the Indian 
market through major acquisitions. As 
a result, by the end of FY06, large ce- 
ment companies accounted for a whoop- 
ing 93% of the total installed capacity 
in India. 

French major and world's number 
one, Lafarge, first initiated the M&A 
activity in India by acquiring the ce- 
ment division of Tata Steel in 1999 and 
Raymond's cement division in 2000. Af- 
ter that there has not been much action 
from Lafarge in the last six years. It is 
still a small player in India with a 
manufacturing capacity of about 5 mt. 
Holcim, ranked number two, globally, 
made headlines when it acquired pro- 
moters' 14.896 stake in Gujarat 
Ambuja Cements Limited (GACL). It 
also gave the Swiss major a substantial 
stake in Gujarat Ambuja Cement East- 
ern and ACC (Ambuja Cement India 
holds a 34% share in ACC). Other for- 
eign majors which have entered India 
are Italian cement major Italcementi 
(by acquiring a stake in the K K Birla 
owned Zuari Industries’ cement plant in 
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AP, with a capacity of 3.4 mtpa) and the 
Netherlands-based Heidelberg Ce- 
ment in a joint venture with S P Lohia 
Group’s Indo-Rama cement. 

As a result of the series of the spate 
of deals in the industry, the Holcim- 
ACC-Gujarat Ambuja Cements com- 
bine (with installed capacity of 33.5 mt) 
and the AV Birla Group-owned Grasim 
Industries-Ultratech Cement combine 
(with installed capacity of 31.1 mt) 
have emerged as the dominant players 
in the domestic cement industry. Post- 
acquisition, Holcim has emerged as the 
number one player in the domestic ce- 
ment industry with a market share of 
23.2%, followed closely by Grasim- 
Ultratech Cement, which commands a 
market share of 20%. That means, to- 
gether the two groups now command al- 
most half of the overall market share. 
Apart from these cross-border deals, 
there were some domestic deals too 
which included Gujarat Ambuja’s ac- 
quisition of a 14% stake in ACC as well 
as its takeover of DLF and Modi Ce- 
ment; ACC’s acquisition of IDCOL; 
India Cement’s acquisition of Raasi Ce- 
ment and Shri Vishnu Cement; 
Grasim’s acquisition of cement division 
of L&T; L&T's acquisition of Narmada 
Cements. 


Building capacity 

Unlike the previous trend, many re- 
gional players are entering the cement 
arena with sweeping strategies and 
with a large chunk of investment. 


In Sync 


Trends in Gross Sales and Operating Margins 
for Indian Cement Industry — 
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Aiming Big 
Market Share by Leading Players in 2006 
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Noteworthy among them are Jaypee 
Group, Madras Cement, J K Group and 
Shree Cement. The most aggressive 
among them seems to be the Delhi- 
based Jaypee Group with a proposed 
capacity expansion program of 8.5 mt 
by FY 2008. This plan, if materialized, 
will enable Jaypee to move up the lad- 
der and acquire the fifth spot in the in- 
dustry. Another player, Shree Cement, 
with a lot of promise, is likely to more 
than double its capacity to 10 mt by 
FY09. Its North India-based rival, J K 
Group, is also expected to raise its ca- 
pacity by 4 mt within two years. Tamil 
Nadu-based Madras Cement has ven- 
tured into an ambitious capex plan to 
build two additional plants of 2 mt 
each by the end of 2007-08 which will 
increase its installed capacity to 
around 10 mt. 

The big players are not relaxing as 
well. Grasim and Ultratech are ex- 
pected to lead the expansion spree 
while the other two biggies ACC and 
Gujarat Ambuja are showing some 
kind of restraint and adopting a conser- 
vative approach. Grasim plans to build 
two plants of 4 mt capacity each while 
the Aditya Birla Group Company, 
Ultratech, is expected to raise its capac- 
ity by 4 mt. Ultratech is also likely to 
augment its capacity through invest- 
ment in blending and de-bottlenecking. 
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The two Holcim offshoots—ACC and 
Gujarat Ambuja—are likely to enhance 
their capacity by 10 mt, which they con- 
template is just enough to meet their 
demand growth. So the situation is in- 
deed hot with both the cement majors 
and the regional players investing a 
huge amount of money in capex in the 
hope that the good show will continue in 
near future as well. However, a section 
of experts say that the widespread 
capex may be insufficient to meet the 
growing demand which is expected to 
touch 182 mt by FY09 and 200 mt by 
FY10. “It’s not just the road projects. 
Demand from the heusing sector and 
big infrastructure projects like SEZs 
will be huge in the next two years. The 
Reliance SEZ in Navi Mumbai is ex- 
pected to create a demand for 2.6 mt of 
cement," commented a cement industry 
expert, in an interview to The Economic 
Times. 


Future ahead 

Irrespective of the size, all the players 
actively joined the expansion fray to 
raise their market share in future. 
There is possibility that this sector may 
witness further consolidation moves by 
industry players, which could see entry 
of more foreign players. Some plants 
that are closed down or are in inefficient 
hands may find takers in big players. 
Attracted by the good run of this sector, 
deep-pocketed international majors 
like Holcim, Heidelberg, Cemex, and 
Italcementi are likely to opt for more 
inorganic consolidation in India. 





Soaring High 


Cement Price Movement in Major Markets 
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Building Capacity 
Major Players as on FY '06 
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Heidelberg Cement AG, which now con- 
trols a sizeable stake of Mysore Ce- 
ments and Holcim Ltd. are holding 
separate talks with Gujarat Sidhee Ce- 
ment to pick up 15-20% stake in the 
company. The industry analysts antici- 
pate that Gujarat Sidhee, which has an 
installed capacity of 1.5 mtpa, is likely 
to prefer Heidelberg's offer over 
Holcim's.This is not the end. Media re- 
ports confirmed that the Swiss major 
has raised its stake in Gujarat Ambuja 
from 14.8% to 18.5% and is intent on 
raising the cap to 35%.If this material- 
izes, with already 35% stake in ACC, 
Holcim is sure to further cement its po- 
sition in India. This in turn, is bound to 
force other cement majors to either con- 
solidate or get conquered. But some 
analysts predict there will be only slow 
takeover processes in this sector and 
not any big-ticket acquisitions, since 
the sector already comprises of two big 
players Holcim (ACC and Gujarat 
Ambuja combine) and Aditya Birla 
Group (Grasim and Ultratech duo) en- 
gulfing around 50% of the market. Ac- 
cording to them, higher valuations, im- 
pressive bottom lines, and handsome 
price margins are restricting the do- 
mestic cement companies to go for out- 
right takeover.m 


— Amit Singh Sisodiya and Sanjoy De 
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Media and Entertainment Industry 


The Show Goes On 
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The action never stops at one of the most happening industries in the 
country thanks to a buoyant economy, rising disposable incomes, and 


changing lifestyles. 





ts been lights, camera, and action 

time, literally, for India’s media 

and entertainment industry. With 
box office cash registers ringing, thanks 
partially to rapid proliferation of multi- 
plexes, animation segment booming, 
and changing lifestyle of consumers, the 
industry would not have asked for more. 
And with several global consultancy 
firms painting a brighter picture for the 
industry, it’s party time indeed. 

In fact, it is not just the traditional 
segments like TV, radio (thanks to FM 
revolution), and film, but even the niche 
non-traditional segments like anima- 
tion, Internet and gaming are now 
pushing the growth of the industry. The 
figures say it all. According to a report 
by CRISIL, India’s leading rating 
agency, the industry has grown sub- 
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stantially in recent times; its size 
nearly doubled from Rs.187 bn in 2000 
to Rs.361 bn by 2005. The TV, radio, 
publishing, film, music and advertise- 
ment industries now account for around 
Rs.353 bn. Bollywood along with its re- 
gional counterparts (together worth 
about US$1,256 mn) is considered as 
one of the largest in the world, dishing 
out around 1,000 films every year. The 
TV advertisement market, which is the 
most popular medium of advertise- 
ment in India, grew to $1,067 mn in 
2005-06. 

The animation industry, progeny of 
the film industry, is rapidly gaining mo- 
mentum. According to Nasscom, ani- 
mation business in India recorded $300 
mn in 2004 and is all set to grow at a 
rate of about 20% annually in the com- 


ing years. The Indian television market, 
which is the third largest in the world, 
has grown to touch Rs. 139 bn despite 
the fact that only 60% of the Indian 
households are under TV coverage. 
Moreover, out of these, only 42% have 
cable connection. 

The music market which had been 
so far completely dominated by and de- 
pendent on film music, gets further 
boost with the spurt of music videos and 
non-film albums. As a result, the music 
industry is now worth around $149 mn. 
The radio industry with a coverage base 
of 99% of the population, is the most 
cost-effective medium. According to a 
study by PwC, this segment is growing 
at around 22% and expected to treble 
its revenue to about $145.9 mn by 2009. 


The gold rush 

Attracted by the growth potential of the 
sector, some of the big corporates in 
India are making a beeline. Anil 
Ambani-owned ADAG, in a surprise 
move, purchased majority stakes of the 
largest entertainment conglomerate 
Adlabs, to synergize the various media 
and entertainment businesses of 
Adlabs. ADAG has big plans to 
straddle across the entertainment 
spectrum from radios to movies to 
movie exhibition. Another industry 
biggie, Tata Group, through its subsid- 
iary VSNL, combined with Paris-based 
Thompson Group to make its presence 
felt in the industry. 

Even global players like Walt 
Disney, CNN, ESPN-Star Sports, Dis- 
covery, and BBC have been busy, of late, 
participating in the action in the indus- 
try. Walt Disney, the second largest US 
media company, recently acquired 
UTV's (a prominent local media house) 
Hungama TV channel. Another global 
biggie, New York-based Time Warner, 
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is also vying with Disney in the Indian 
market. While Walt Disney already of- 
fers the Toon Disney and Disney chan- 
nel in India, Time Warner runs the Car- 
toon Network and Pogo channels. And 
now, Disney is pitched against interna- 
tional media baron Rupert Murdoch’s 
News Corp, which too is aggressively 
eyeing UTV. In a major move, Rupert 
Murdoch’s News Corporation, which is 
present in India under the Star um- 
brella, has acquired about 6.6% stake 
in Indian entertainment company, 
Ronnie Screwvala’s UTV Software 
Communications, to counter the blitz 
by Disney and Time Warner. 

The print media segment is also ex- 
periencing quite a chunk of foreign in- 
vestment. Henderson Global and Lon- 
don-based Financial Times embarked 
in India by directly investing in English 
dailies Hindustan Times and Business 
Standard respectively. Henderson Part- 
ners Capital (Mauritius) and Citigroup 
International Finance Corp hold 9.1% 
and 6.3% stake respectively in 
Hindustan Times. Venture funds are 
now foraying into Indian film industry. 
Chennai-based Pyramid group has set 
up a fund with a corpus of $150 mn for 
production and distribution of 
Bollywood as well as regional movies. 
This unprecedented participation of 
global as well as domestic biggies is 
rapidly transforming the Indian media 
and entertainment landscape. 


For consumers, it’s show time 
India now ranks fourth in the world in 
terms of purchasing power and each 


year adds an estimated 30 million 


people in the rank of middle-class. This 
burgeoning middle-class with growing 
appetite for amusement, zeal for diver- 
sified choices and willingness to pay 
more for sports, movies, live shows and 
other quality contents, is rapidly re- 
shaping this industry. An estimated 
four crore Indians now have the pur- 
chasing power matching their Ameri- 
can counterparts. According to a survey 
conducted by the leading market re- 
search firm AC Nielson, 32% of the 
Indians shop for mere entertainment at 
least once a month, while 22% are re- 
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ported to indulge in it once a week. 
Moreover, according to an estimate, in 
2020, an average Indian is likely to be 
aged below 29 years. This emerging 
fashion-fanatic young generation is 
likely to propel the Indian media and 
entertainment industry in the coming 
future. This type of astonishing demo- 
graphic profile makes it alluring for in- 
ternational media giants to bet on the 
Indian market. 

This industry is also getting a tre- 
mendous boost from the 20 million 
Indian diaspora across the globe. This 
vast populace of Indian origin main- 
tains strong ethnic ties and, thereby, is 
the target audience of this industry. In 
addition to this, Bangladeshis and Pa- 
kistanis, who feel a strong cultural af- 
finity with Indian entertainment prod- 
ucts, too contribute to the growing glo- 
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bal demand for Indian entertainment. 
Even countries like the US, the UK, and 
Middle East are increasingly embrac- 
ing Bollywood movies, thereby raising 
demand for Indian entertainment stuff. 


Low penetration, a major concern 
Despite the sterling show, the industry 
still faces poor penetration level in the 
country. In fact, media penetration in In- 
dia is abysmally poor when compared to 
other developed nations. For example, in 
absolute sense, 12,000 cinema halls in 
India may seem staggering, but in rela- 
tive sense it comes down to miniscule 12 
for every million people; whereas in the 
US this figure is 117 per one million resi- 
dents. The same scenario is also discern- 
ible in all the other segments. In the radio 
industry, even after the pathbreaking de- 
regulation, in recent times, India now has 
only 20 FM radio stations as compared 
with 6,000 in the US. 

The same kind of low penetration is 
also observed in all the segments. For 
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example, Indian advertising expendi- 
ture (0.34%) as a percentage of GDP is 
too slender by any standard. While the 
global average is 0.98%, the figure for the 
world’s most populous country, China, is 
0.56%. With FDI being now allowed in 
print media and radio, the situation 
might change for the better. The print 
media segment is now enjoying 100% 
FDI in non-news publications and 26% 
FDI for news publications. In the FM ra- 
dio sector, 20% FDI is allowable. 


The market pie - Who owns what 

The television industry continues to en- 
joy the largest share (around 42%) of 
the pie and this segment is expected to 
cement its position in the near future. It 
is estimated that by 2010 the television 
sector will control more than 50% of the 
market share. Healthy subscription 


The unprecedented participation of global as well 
as domestic biggies is rapidly transforming the 
Indian media and entertainment landscape. 


revenues both from the rising sub- 
scriber base as well as the higher sub- 
scription rate are driving this segment. 
The Indian television industry now 
boasts of 350 channels. News Corp's 
Star Group, Zee, and Sony are the ma- 
jor players in this category along with 
several national and international 
channels. 

The television industry is followed 
by print media with 319» market share. 
The recent government's permission for 
FDI in this segment coupled with grow- 
ing demand for better content are pro- 
viding huge impetus to the segment. 
With the literacy rate improving, more 
people in the rural and urban areas are 
becoming habituated with reading 
newspapers and magazines. 

Another important contributor to 
the media and entertainment industry 
is the film industry with a handsome 
share of 19%. Zee Telefilms, Adlabs, 
Mukta Arts, Rajshri Films, Balaji 
Films, and PVR Cinema are competing 
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with each other in different segments of 
the film industry like production, dis- 
tribution, and exhibition. The Indian 
masses enjoy movies a lot and the in- 
dustry is cashing in on this typical hu- 
man psychology and increasingly 
acopting the FMCG model where films 
are created just like products to cater 
to the requirements of a specific audi- 
ence. The increased application of tech- 
nelogy in all the segments of film pro- 
duction, film exhibition, distribution, 
and marketing has brought about a 
sea change in the Indian film industry. 
The number of digital theaters and 
multiplexes is on the rise so as to make 
movie watching a pleasurable experi- 
ence. The industry is also becoming 
more corporatized. The corporati- 
zation is supposed to bring in greater 
accountability and financial transpar- 
eney which the Indian film industry al- 
ways lacked in the past. 

Another industry with a lot of prom- 
ise is the animation industry which just 
covers a miniscule 1% of the global ani- 
mation content development market 
worth Rs.1,125 bn. The amazing suc- 
cess of the animated film Hanuman 
has caught industry players’ imagina- 
ticn and the fully animated movies are 
expected to augment its market share 
from 15% in 2005 to 28% by 2009. Fur- 
ther, a steady growth in the mobile sub- 
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The Changing Picture 


Filmed entertainment, 18% 


scriber base in India has thrown open a 
wide range of opportunities for the 
Indian game developers to produce 
world-class mobile games. Indian ani- 
mation and gaming industry is still in 
its nascent stage, heavily depending 
upon outsourcing contracts. According 
to a study by Nasscom, India’s advan- 
tage lies in delivering cost-effective so- 
lutions, but dearth of skilled profession- 
als is hindering the uninhibited growth 
of this sector. 

Radio, with a current market share of 
1%, is the cheapest and traditional form 
of entertainment. The government's re- 
cent shift in policy is likely to result in a 
deluge of quality channels across the 
country. In fact, around 338 licenses have 
been granted by the government so far in 
91 cities and towns of the country. New 
concepts like satellite, Internet and com- 
munity radio have also begun to mesmer- 
ize the audience. 

The music industry which took the 
proverbial backseat for few years is 
now on a recovery path. The “mobile 
music” and “licensed digital distribu- 
tion” services are fueling the growth of 
the music industry worldwide includ- 
ing India. Live entertainment, out-of- 
home advertising and Internet adver- 
tisement are also increasingly gaining 
popularity. Live entertainment, which 
is nothing but a kind of event manage- 
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ment, is gradually entering the Indian 
media and entertainment arena. The 
successful handling of the several na- 
tional and international events like 
corporate award ceremony, television 
and sports ceremony by the event 
managers augurs well for this emerg- 
ing industry. 

Out-of-home advertising is chiefly 
controlled by small local players. 
Indian outdoor media advertising is 
likely to embody a rapid technological 
change with the introduction of Light- 
Emitting Diode (LED) video billboard. 
Internet advertisement is the latest 
hit in the media and entertainment 
space. The Internet has unfolded a 
gamut of opportunities in the form of 
chatting, leisure, doing transactions, 
writing blogs, social networking, etc. 
With broadband becoming a fashion, 
this segment is expected to grow 
seamlessly. 


The show must go on... 

The media and entertainment industry 
in India is expected to maintain its 
stunning growth, going ahead, going by 
forecasts by research firms. However, a 
few hurdles remain. For instance, pi- 
racy remains the biggest menace facing 
the industry. Piracy has indeed ad- 
versely impacted films, music and tele- 
vision. On the government’s part, lack of 
empowered officers for enforcement of 
the anti-piracy laws is encouraging pi- 
racy. In addition, the complex legal and 
arbitration process is also helping un- 
abated growth of piracy. Besides, lack of 
uniform and transparent media policy 


is also hindering the growth of this in- 


dustry. Experts say that different caps 
in FDI for different segments (DTH 
49%, Cable 49%, television and print 
news 26%, television and print non- 
news 100%, radio 100%, etc.) should be 
rationalized. 

Not withstanding such hurdles, for 
now, the overall sentiment of the play- 
ers remains buoyant in the spirit of 
the industry that the show must go 
on.m 


— Amit Singh Sisodiya and Sanjoy De 
Reference # 01M-2006-12-07-01 
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Airline Industry 


Rush Hour! 








While the surge of low-cost carriers on India’s aviation scene has literally 


pushed the traffic sky high, it has not resulted in healthy bottom lines for the 


domestic air carriers, though. 





nessed a sea change in the last 

couple of years. From being a niche 
service that only a few privileged could 
afford, it is now gradually reaching out 
to the Indian middle-class. The do- 
mestic sector is expanding at the rate 
of 45% per annum and is expected to 
continue bulging at around 20% for the 
next 4-5 years. Overall passenger traf- 
fic has soared by 19.9% from 43.47 
million in 2004-05 to 52.12 million in 
2005-06, whereas domestic passenger 
traffic has grown by a whopping 28% 
from 39.86 million to 50.98 million 
during the same period. Buoyed by the 
rush in traffic, the domestic carriers, 
during the previous year alone, have 
placed orders for 400 planes. And, go- 
ing by the estimates of the world’s big- 


ndian aviation sector has wit- 
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gest aircraft manufacturer, Airbus, In- 
dian skies are likely to hold up any- 
thing between 800 to 1,000 airplanes 
by 2023. 

Indeed, according to a latest report 
in the ET, India's aviation sector has 
become the fastest-growing in Asia in 
terms of flight operations. According to 
latest statistics by global travel infor- 
mation company OAG, while the ca- 
pacity deployed by Indian carriers in 
the international sector increased by 
14%, the rise in domestic air capacity 
has been 46% in October 2006. 

From just three domestic carriers a 
few years back, the number has gone 
up sharply to 14 today. These new car- 
riers, predominantly led by the new 
breed of low-cost airlines like King- 
fisher, GoAir, Paramount, and 


IndiGo— with their hard-to-believe 
airfares—have transformed the air 
travel market into a fiercely competi- 
tive battleground. To grab a larger 
slice of the pie, the players have even 
engaged in a kind of cut-throat pricing 
war, which has seen some carriers sell- 
ing tickets for as low as Re.1, enabling 
even the bottom-of-the-pyramid trav- 
elers the luxury of an air ride. The in- 
credibly low airfares are attracting a 
sizeable number of train travelers to 
air travel. However, the number of pas- 
sengers traveled by air (six million 
passengers per year) is just a tiny 
speck when compared to the 15 million 
railway passengers per day. This 
speaks volumes about the huge un- 
tapped potential of the market. 


Bottom line blues 

Though the low-cost revolution has re- 
sulted in boom time for the domestic 
airline industry, the soaring volumes 
(in air traffic) have, however, failed to 
boost the bottom lines of air carriers. 
Indeed, as an estimate by Travel 
Agents Association of India (TAAI) re- 
veals, Indian airline industry is incur- 
ring a staggering daily loss of Rs. 6 cr! 
In the year 2005-06 alone, the per 
plane loss for carriers amounted to 
Rs.10 cr on an average, which adds up 
to a whopping Rs. 2,000 cr for the en- 
tire industry. 

As a result, balance sheets of all 
the players—no-frills or Low-Cost 
Carriers (LCCs) as well as Full-Ser- 
vice Carriers (FSCs)—are splashed in 
red. Much of the woes of the carriers are 
attributed to rising aviation fuel as 
well as escalating employee costs. In 
fact, the situation is so disturbing that 
even the market leader, Jet Airways, 
could not avoid getting splashed in red, 
as it reported a net loss in the first half 
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Low fares are certainly not spoiling the market. They are creating healthy competition 


amongst the airlines in the country, thereby bringing aviation into the reach of those who 


could not afford to fly earlier. 


How do you see the structure of the Indian aviation industry in the 
future, going by what has happened globally? 

We expect the Indian aviation sector to perk up the grim 
aviation infrastructure in order to augur well with the 
escalated growth in the industry. The coming year will 
see more number of airports getting upgraded and more 
number of airlines crowding the aviation market. 

The aviation industry, in its bid to promote domes- 
tic tourism, would also look for greater connectivity. 
Small sectors and untapped markets would be con- 
neeted. New airports would be made operational en- 
abling airlines to bridge the gap between cities. 

The way our economy is growing, there is only more 
work for every sector. It is expected that railways will grow 
at 15% a year. Getting 10% of this colossal business 
means two million passengers a day. Right now, the daily 
capacity of all airlines is about 100,000 aday, which shows 
the huge potential waiting to be harnessed. According to 
the industry sources, an average growth of about 12% in air 
travel would lead to 100 million passengers only by 2015. 


What factors do you attribute to Air Deccan's ascendance as the 
second largest airline in India? 


— Vijaya Menon, Corporate Communications, Air Deccan 


We started operations in 2003 with one aircraft flying 
through just one route to Hubli. Today, our fleet size has 
expanded to 35 and we are operating to 55 destinations 
across the country with 265 flights daily. 

The business model of Air Deccan is fundamentally 
different from other airlines which provided substan- 
tial impetus to our success. Dynamic fares clubbed with 
the introduction of new routes further contributed to the 
growth of the airline. In a short span of three years, we : 
have flown over 5.8 million people in the country. This is 
a result of the wide connectivity we offer our customers. 
Every few months, new and untapped destinations are 
being added. Ours is the only airline to provide sched- 
uled services to “virgin” routes like Belgaum, Dehradun, 
Gwalior, etc. 

Moreover, the turnaround time for our aircrafts is 
pretty low. The turnaround time for our ATR aircraft is 
approximately 20 minutes while that for the AIRBUS 
is about 30 minutes. As a result, we are able to utilize 
our aircrafts to their maximum potential. 

In addition to this, we believe that we have been 
able to connect with the common man through our low 
fares. The heavy rise in the loads is a result of the com- 


of the eurrent fiscal, despite a profit of 


$4.5 bn in FY2006. The carrier attrib- 
uted the weak first-half performance 
to factors such as unprecedented in- 
crease in capacity, which led to high 
level discounts on air tickets by carri- 
ers, rise in ATF rates, which went up by 
30% during the second quarter of the 
current fiscal, and increase in person- 
nel costs (with many carriers recruit- 
ing expatriates, especially at top 
level). For example, Jet’s fuel cost 
(which accounts for around 40% of the 
total cost of the carriers) surged by 
21% from Rs. 482 cr in Q1 2006 to Rs. 
585 cr in Q2 2006. Its wage bill also 
went up by Rs. 40 cr during the same 
period. No surprise then that its stock 
got a severe drubbing on the bourses. 
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Air Deccan, the country’s first no-frills 
carrier too reported losses to the tune 
of Rs. 3.4 bn for the 15-month period 
ended on June 2006. The carrier which 
got listed in June 06, at a price of Rs. 
148, has since then seen its stock con- 
tinue to lose ground. Air Deccan Man- 
aging Director, Captain G R 
Gopinath’s defense is that with the 
kind of financial resilience and innova- 
tion machinery they have, Air Deccan 
is bound to bounce back within the next 
12 to 18 months. Nonetheless, indus- 
try analysts are skeptic as they do not 
foresee any upswing in the immediate 
future. 

For Vijay Mallya-promoted lifestyle 
carrier Kingfisher Airlines too, it has 
not been the best of times. The carrier 


which commenced its operations with 
four flights in May 2005 has reported a 
loss of Rs. 340 cr in September 2006. 
The liquor baron remains unfazed by 
these losses. In an interview with ET, 
the high-profile CEO commented, “The 
loss appears to be very high because we 
have not capitalized the launch cost. If 
the launch cost is taken into consider- 
ation the loss could be determined at 
Rs. 90 cr.” 

SpiceJet (formerly Modiluft) too 
has declared a loss of Rs. 414.2 mn for 
the first year of its operation. Other 
carriers like GoAir, IndiGo, Air One, 
East West, Magic Air, Indus Air, and 
Jagson are also flying in turbulent 
weathers. Among the state-owned car- 
riers, Air India posted a decline in its 
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mon man adapting to flying than travel by rail. Simi- 
larly, business executives who used to initially fly full 
service airlines have switched to traveling by low-cost 
carriers due to the cost-benefits and the connectivity 
that it offers. Several other initiatives including e-tick- 
eting which offers fast turnaround in sales has also con- 
tributed to our fast growth. 


How do you foresee Air Deccan’s sustainability as the No. 2 
player in the market? 
Dynamic pricing and connectivity are going to be the key 
to sustain our No. 2 position in a fast-growing and com- 
petitive aviation market with almost 200 million hun- 
gry consumers. We will continuously enhance our net- 
work by adding new airports and connecting remote ar- 
eas across the country. Within the next six months, we 
plan to connect eight new cities and towns of 
Karnataka, apart from other sectors such as Kulu, 
Kandla and Jamshedpur. Smaller destinations with an 
airbase which offer a huge potential for growth will have 
to be capitalized on. 

Aggressive marketing and rapid expansion of our 
fleet coupled with other innovative steps will ensure 
that we maintain our second slot in the market. 


With the rapid rise in traffic for low-cost carriers like Air Deccan, 
do you think there is a threat to Jet from Air Deccan? 

Why not! Air travel has become a popular and cheaper 
option for most, with the entry of low-cost carriers in 
the country. Looking at the tremendous potential that 
this country has, as well as the short time in which we 


Airline Industry 





have garnered a 21.2% market share, we are confident 
of becoming India’s largest people carrier with the 
largest fleet and the widest connectivity. 


As the market is getting flooded with low-cost carriers, how does 
Air Deccan plan to differentiate itself? 

We are the country’s second largest airline and the No. 1 
low-cost carrier. Keeping in mind the Indian market and 
the fact that India is still a developing economy, we will 
continue to offer dynamic pricing to our customers. Aggres- 
sive marketing and addition of new routes will be amongst 
the key drivers of our strategy to maintain our leadership 
position. We incessantly plan to increase daily utiliza- 
tions by keeping the turnaround time shorter. 

A wider network and better connectivity coupled 
with management of growing load factor by Air Deccan 
would ensure that Air Deccan remains the best option 
to fly with. We also plan to add new aircrafts including 
Airbus A320s and ATRs to our fleet. We will be adding 
close to 100 flights every year into its map. 


Other players in the market claim that Air Deccan “spoilt” the 
market by pricing too low. What is your comment? 

Our vision is to make air travel affordable, reliable and 
accessible to the common man. Being a premier low- 
cost carrier, we have deliberately designed our business 
model that factors in lower fares. 

Low fares are certainly not spoiling the market. 
They are creating healthy competition amongst the air- 
lines in the country, thereby bringing aviation into the 
reach of those who could not afford to fly earlier. 


net profit by Rs. 16.29 cr (a tremen- 
dous downslide of 82%) in FY2006, 
which forced it to enhance hedging in 
the international oil market. Govern- 
ment-owned Indian seems to be the 
only carrier coming out with flying col- 
ors. The airline recorded a PAT of Rs. 
68 cr in the fiscal 2006. The good per- 
formance of Indian can be largely at- 
tributed to the lucrative Gulf routes 
where it operates, whereas private car- 
riers like Air Sahara and Jet are 
barred from operating in this route for 
a period of three years. 


Reining in costs 

For the carriers, fixed cost is a major bur- 
den. Fixed cost incurred by all airlines, 
whether an LCC or an FSC, can be di- 
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vided into three heads—aircraft lease, 
fuel costs and labor costs. Fixed cost ac- 
counts for most of the total cost (in case 
of Air Deccan, fixed cost accounts for 90% 
of the total cost). Fuel accounts for 
around 40% of the total cost of an airline. 
The ATF prices, which soared by about 
30% in FY2006, have forced the carriers 
to operate on wafer thin margins. Apart 
from rising fuel costs, the pricing war too 
is leading to huge losses for the airline 
companies. Both the LCCs and FSCs 
are offering huge discounts on airfares so 
as to keep their market share intact. For 
example, Jet’s airfare in the Delhi- 
Mumbai route, which was Rs.15,000 a 
couple of years ago, has fallen to around 
Rs. 8,000 now. In fact, in some routes, 
the fares have crashed by more than 


50%. These routes, though, have not wit- 
nessed additional 50% passengers te 
compensate for the losses. Due to the 
price war, the borderline between LCC 
and FSC is gradually becoming blurred 
and, as a result, Indian airspace is in- 
creasingly witnessing hybrid carriers. 
Kingfisher, a 100% subsidiary of United 
Breweries, started its airline business 
as a typical LCC, but with all frills. It 
soon modified its model by gradually 
shifting to the FSC category. Bangalore- 
based Air Deccan, which started operat- 
ing in the year 2003 and now has a fleet 
size of 37, is slowly deviating from the 
ideal LCC model to a hybrid LCC 
model—it offers low fares, but runs on 
four different kinds of aircrafts covering 
55 destinations. 
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Joy of Flying High 


Jet vs. Sensex 
1,268 
1,112 
957 
802 
647 
Nev'O5  Jan'06 Apr'06 —— jun'05 — Sep'06 —Nov'06 


Seurce: Jet Airways 


Crash land! 

Another factor that is adding to the 
woes of the industry players, particu- 
larly LCCs, is the fact that the LCC 
model is based on the notion that the 
loss incurred by low airfare is recovered 
by operational efficiency, i.e., quick 
turnaround time, no delays and simple 
systems. But given the awful aviatien 
infrastructure available in India, it’s an 
uphill task to achieve operational effi- 
ciency for the LCCs. Furthermore, park- 
ing bays, landing slots, gates, and sec- 
ondary airports available in India are 
pitifully inadequate by international 
stancards. Also, due to congestions at 
airports, very often, the carriers can’t 
land on time, incurring huge revenue 
losses, while passengers bear the bur- 
den of inordinate delays. For instance, 
Jet Airways incurred a loss of around 
US$25 mn due to traffic congestion. 


The coming glut 

According to an estimate by the air- 
craft manufacturer Boeing, Indian 
aviation sector will require around 850 
new commercial airplanes (worth 
around $72 bn) by 2026. This is sup- 
ported by strong economic growth in 
recent years and a surge in demand for 
domestic air travel and cargo. To meet 
the huge rush of air passengers, Indian 
carriers are increasingly placing orders 
for aircrafts. Last year alone, domestic 
carriers placed orders for close to 400 
aircrafts. Among those who have 
placed orders for planes, LCC IndiGe 
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tops the list with an order of 100 Air- 
bus planes followed by 68 orders by the 
state-owned Air India. Kingfisher Air- 
lines, Indian, Jet Airways, Air Deccan, 
SpiceJet, GoAir and Air Sahara to- 
gether have booked orders for more 
than 200 aircrafts. In a surprise move, 
a relatively new entrant, South India- 
based Paramount Airways, placed an 
order for five aircrafts from Brazilian 
aircraft manufacturer Embraer. 

Air Deccan, the largest LCC in 
India, has concluded a pact with Euro- 
pean banks to augment its capital 
base by Rs. 450 cr in the coming 15 
months to cover its operational ex- 
penses. European Aerospace giant 
EADS has decided to pour in US$2.57 
bn in Indian aerospace sector over the 
next 15 years. In an interview with 
Business Standard, EADS CEO Tom 
Enders commented, “India is a priority 
country for EADS as it offers market 
potential and solid aerospace and de- 
fense competencies.” A US$100 mn 
Boeing project for Maintenance, Re- 
pair and Overhaul (MRO) in Nagpur is 
also on the cards by 2008. In a bid to 
modernize aviation infrastructure, the 
Government of India selected GMR 
and GVK to develop the two most busy 
airports, Delhi and Mumbai respec- 
tively, which together account for 60% 
of Indian air traffic. The moderniza- 
tion process of Kolkata and Chennai 
airports is also in the pipeline with pri- 
vate sector participation. All these 
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could mean more carriers and more 
aircrafts and probably more conges- 
tion, if infrastructure issue is not ad- 
dressed in earnest. 


Flying ahead, with caution 

Given the escalating demand and in- 
creasing government patronage and 
policy boost, the airline sector is all set 
to grow by leaps and bounds in the 
days to come. But, for the individual 
airlines, it’s indeed pressing time. 
Analysts do not rule out, in the wake of 
mounting losses incurred by carriers, 
the possibility of a shakeout and con- 
solidation in the industry. As history 
suggests, the aviation business is one 
of the most adventurous and risky 
ones. The 1990s saw the unceremoni- 
ous exit of a host of domestic carriers 
that included East West Airlines and 
Modiluft, while the innovative and 
capital-rich Jet Airways and Air Sa- 
hara sailed through. 

Indeed, the risks and uncertainty 
associated with the aviation business 
even prompted the legendary investor 
Warren Buffett, the world’s second rich- 
est person, to caution that it is one of 
the hardest businesses to manage. It is 
not difficult to understand why. Glo- 
bally, the Return on Capital (RoC) for 
aviation business stands at a meager 
3%, whereas for pharma and IT sectors 
it stands at, 55% and 35%, respectively, 
according to travelguru.com. In other 
words, only those players with strong fi- 
nancial muscle and ability to withstand 
losses will be able to sustain their tu- 
multuous flight in the sky. That would 
also mean mergers in the sky; notwith- 
standing the failed merger adventure 
between Air Sahara and Jet Airways. 
Though it did not click, analysts opine 
that Air Sahara urgently needs to re- 
model its strategy to rejuvenate its ail- 
ing finances to stay in contention. The 
proposed merger between the state- 
owned Air India and Indian may per- 
haps act as the trigger for the rest of the 
players to either consolidate or crash 
land. m 

— Amit Singh Sisodiya and Sanjoy De 
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IT Industry 


IT's Happening 


Driven by strong export and acquisitive led growth strategy, IT companies 


are churning good performance. 


C 








e Indian IT industry continues 
to mainta:n its grewth momen- 
tum. It was no surprise when the 

industry came out with sound perfor- 
mances in FY2006 as well. Indeed, 
FY2006 was yet another year of tri- 
umph and excitement, holding encour- 
aging prospects for the years to come. 
The industry clocked a growth of 23%. 
Analysts suggest that if the current 
momentum continues to hold pace, the 
industry would be very much on its way 
to touch the Rs. 247,000 cr (US$53.2 
bn) mark by 2008. Already, the indus- 
try has emerged as the fourth largest in 
Asia-Pacific region. 


Programmed to perform 

Among the plethora of software compa- 
nies, TCS— India's largest IT com- 
pany—eame out with sterling perfor- 
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mances. It churned out an annual in- 
come worth a whopping $3 bn. TCS also 
acquired 75% stakes in Swiss banking 
software and service provider TKS- 
Teknosoft SA for $80.5 mn. Infosys, 
which celebrates its 25“ birth anniver- 
sary, this year, has not failed to pleas- 
antly surprise the market either. Wipro 
at the second place recorded net sales of 
Rs. 10,203.79 cr going up 41.24% from 
its previous sales of Rs. 7,224.35 cr. It 
reported a profit margin of 19.8%. The 
company reckons that the rising com- 
pensation cost has pulled down its 
profit margin from last year’s 21%. 
Analysts raise doubts about the in- 
creased cost affecting the “lower price 
with better services” USP of Wipro. 
However, the company is optimistic 
about increasing its productivity to 
make up for its rising costs. 


Infosys too delivered a healthy 
growth of 31.63% in net sales to 
Rs. 9,030 cr during the period from 
Rs. 6,860.06 cr. With 45 new clients 
and loads of fresh orders keyed up, this 
fiscalis a dream run for the company to 
cash in the global outsourcing busi- 
ness. As Nilekani affirms, *It is a bet- 
ter business environment than last 
year". Satyam holds the fourth posi- 
tion with a net sales figure of Rs. 
4,619.11 cr and leads the industry with 
65% profit growth, strengthened by its 
subsidiaries’ contribution. Satyam 
has been engaged by the global IT gi- 
ant Microsoft and they have launched 
two state-of-the-art Business Intelli- 
gence (BI) facilities in Singapore and 
Shanghai. These centers will enable 
the duo to study customer require- 
ments more quickly to ensure faster 
and more cost-effective implementa- 
tion of BI solutions. 

During the fiscal, exports accounted 
for nearly two-thirds of the total rev- 
enue, which is much closer to achieve 
the targeted $60 bn by FY2007. The lo- 
cal IT biggies, which were more confined 
to the limits of domestic market till 
just a few years ago, are now too busy in 
globalizing their operations. Overseas 
acquisitions are now the norm rather 
than the rule. 


Acquire and grow 

Wipro has so far bagged six acquisi- 
tions with a total worth of around $200 
mn. The company is seen to diversify 
its range of services, as a very new 
strategy to be ahead of its competitors. 
Its recent partnership with Mark Logic 
will not only meet its prime motive to 
address customer solutions but will 
also open up market opportunities in 
the media and publishing industry. In 
June 2006, Wipro proved its big plans 
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by acquiring Enabler, a Portuguese IT 
services firm, for an asset value of 
$53.3 mn. This acquisition will 
strengthen its foothold in the retail 
consulting sector. Another IT biggie, 
Satyam Computer Services Ltd., 
which was considered a slow player in 
this regard, entered into a strategic 
partnership with Chinese provider 
eBaoTech for new generation insur- 
ance core software solutions. 

Today, it is not just the IT biggies 
which are on the prowl in foreign mar- 
kets; even mid-size firms are not hesi- 
tating to acquire overseas assets. Mid- 
size companies like HCL, i-flex, 
MphasiS, Mastek, Cognizant, Tech 
Mahindra Ltd., and Patni Computers 
have made overseas expansions in or- 
der to strengthen their footprints in 
the world market. 

The biggest M&A of the year was by 
the Bangalore-based Subex Systems, 
swallowing $140 mn worth UK-based 
Azure Solutions. Recently, the aca- 
demically much-admired NIIT 
shocked everybody when it bought $80 
mn worth US-based Element-K, in- 
creasing its revenue by 0.5%. “There is 
an intrinsic attractiveness for over- 
seas buys. Valuations are attractive 
and acquisitions help build capabili- 
ties fast. This could be in terms of new 
customers, on-site presence, sales 
force or domain expertise,” says Vijay 
Thadani, CEO of NIIT. Following the 
pack is Sasken Communication Tech- 


IT Toppers 


(Growth in %) 


Net Sales 
PAT 
Operating Prolit 





| Chartered Financial Analyst | 


nologies shopping out Finland-based 
Botnia Hightech for $45 mn. Genpact 
is seen to reinforce its mortgage servic- 
ing practice by buying US-based 
MoneyLine. Viewing this long trail of 
M&A list, industry analysts opine that 
within just 12 months, more Indian 
vendors will go in for global acquisi- 
tions. 

India, for long, has remained a fa- 
vorable choice for investment by the 
multinational companies. The princi- 
pal booster is however not hard to rec- 
ognize. 

Having a horde of highly skilled 
workforce, low-cost operations, a 
booming economy, good telecommuni- 
cation linkage and fast-growing mar- 
ket, India has always tempted the glo- 
bal multinational giants to invest on 
big plans in India. Banking on this im- 
mense opportunity, EDS has made a 
crucial move in acquiring Indian-based 
MphasiS. Capgemini’s $1.25 bn acqui- 
sition of Kanbay came as a blow to the 
industry. Capgemini thus holds the 
third position among the MNC em- 
ployers in India. Analysts hint that the 
main driving force behind this acquisi- 
tion was their operation in Indian mar- 
ket. With this acquisition, Capgemini 
is now in possession of Kanbay’s 5,000 
employees which is a good figure com- 
pared to the 20,000 employees of IBM 
and 12,500 of Accenture. This portrays 
the growing importance of Indian IT 
and outsourcing business. “Most Euro- 
pean IT services organizations are 
playing with the idea of making an ac- 
quisition in India, whether it’s in IT 
services or in R&D/product engineering 
services. Yet, considering the market 
caps of the main players, most Euro- 
pean firms have favored organic 
growth,” says Dominique Raviart, Se- 
nior Analyst, Ovum. 


Moving up the value chain 

In an industry which was once mostly 
dominated by global leaders, there is 
now a complete reversal in the scenario, 
with the homegrown IT players making 
serious inroads into their market 


shares. To the multinational vendors 
like IBM, Accenture, EDS, and HP, this 


is one of the most striking challenges of 
all-time. Though not much of the mar- 
ket shares have been lost, their striking 
flat growth rate has set the alarm bells 
to ring aloud, at the rise of the Indian IT 
titans. With the unimaginable $2.2 bn 
ABN Amro deal being dispatched to 
TCS, there is a rising preparedness 
among the global players to design and 
remodel their existing business strate- 
gies and models. 

Global IT giant Microsoft will fur- 
ther invest $1.7 bn on various projects 
in India. IBM and Oracle are not far be- 
hind with million dollar projects and ex- 
pansion plans to strengthen their op- 
erations in India. Apart from these, 
AMD's agreement with SemIndia to 
supply technology and Oracle seeking to 
buy 20% stake of Indian software devel- 
oper i-flex solutions are making the 
headlines. 


Future focused 

As the employment in IT and ITES 
reach 1,287,000 in FY2006 as fore- 
casted, the future looks promising for 
the industry. Nonetheless, factors like 
rising competition from other low-cost 
destinations and also importantly, 
talent chunch pose serious challenge. 
Further, as experts say companies 
need to increase the value per em- 
ployee rather than just hire thousands 
of bodies for the same kind of jobs. 
Though there is tremendous potential 
in the Indian IT firms, the annual con- 
tribution of this sector to the country’s 
GDP is less than 5%. Analysts opine 
that this deficit can be recovered by in- 
creasing the penetration of software to 
the bottom of the pyramid. And to 
achieve that, companies should con- 
centrate more on the quality of service 
rather than just increasing their ca- 
pacity through acquisition. As ana- 
lysts suggest, a paradigm shift of the 
existing business model to make it 
more service-oriented will not only bet- 
ter the growth rate but also give a win- 
ning edge to the IT sector.m 


- Amit Singh Sisodiya and Sanghamitra Dhara 
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Indian Real Estate Industry 


Witnessing Unprecedented Boom 





demand for real estate space. 


eS 


Real estate in India has been witnessing robust growth with the increasing 





nvestors who have missed the soft- 

ware boom have not missed it all— 

they are all set to capjtalize on the 
real estate boom. The real estate boom is 
apparently spreading unabated across 
the length and breadth of the country. Of 
late, investment in this sector has been 
vindicated to be the best and the most 
fruitful option in India. The Indian real 
estate market has been estimated to 
grow from US$12 bn to US$50 bn by 
2010. Saroj Kumar Poddar, President, 
FICCI, also opines that the real estate 
industry is estimated to grow at a rate of 
309» per annum by contributing to 
14-1546 of national GDP. 


Growth driver 

Real estate, also known as realty, in- 
cludes immovable property like land 
along with anything that is perma- 
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nently attached to it like buildings, fix- 
tures, etc. Until 1990s, real estate in- 
dustry in India was highly fragmented 
with a large number of small players. 
There were very few major players with 
wide presence. Most of the real estate 
space was controlled by state-owned 
development bodies. Stringent legisla- 
tions and lack of transparency hindered 
the growth of this sector. Nevertheless, 
during 1991-95, the industry witnessed 
an upturn which was followed by a sub- 
sequent downturn during 1995-99. 
However, post-1999, the property 
prices have stabilized and looked more 
realistic. Liberalization of real estate 
industry coupled with booming Indian 
economy has facilitated the robust 
growth of Indian real estate market in 
the past few years. In the earlier days, 
only residential and office spaces con- 





tributed significantly to the realty 
space. However, this perception has un- 
dergone a paradigm shift in recent 
years, when its scope increased to in- 
clude space for other sectors like IT and 
IT-enabled services (call centers), retail 
(shopping malls), hospitality (hotels 
and restaurants), entertainment (the- 
aters and resorts), SEZs, etc. The devel- 
opment of these sectors has also driven 
the growth of real estate industry. 

According to the Federation of 
Indian Chambers of Commerce and In- 
dustry (FICCI), real estate is the sec- 
ond-largest employment generator in 
India, next to agriculture. This can be 
attributed to the backward and forward 
linkages that the real estate industry 
has with 250 other ancillary industries 
which are dependent on it, for ex- 
ample—steel, cement, timber, brick 
and other constructing materials. All in 
all, the industry is contributing signifi- 
cantly to the Indian economy by being a 
major employment driver. 


On high growth curve 

Among several factors, booming 
economy, liberalized FDI, favorable de- 
mographics, burgeoning middle-class, 
easy access to finance and increasing 
purchasing power have contributed sub- 
stantially for the growth of the real es- 
tate sector. India is emerging as one of 
the fastest growing economies in the 
world with real estate being the fastest 
growing sector among others. The 
Indian real estate industry is assuming 
growing importance with the liberaliza- 
tion of economy that has opened up 
ample business opportunities. 

India, being the second most popu- 
lous country in the world, by implement- 
ing valuable economic reform policies 
during the 1990s has already laid foun- 
dation to translate the population 
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growth into strong economic growth. Ef- 
fectively, the huge poo! of low-cost and 
high-skilled technicians and engineers is 
making India an attraetive destination 
to foreign companies to outsource their 
non-core activities. 

In recent years, India has become the 
favorite offshore destination for many 
multinational companies who have set 
up many BPO centers in the country. 
This has increased the demand for com- 
mereial office space in the major cities. 
Though initially the demand was high in 
tier I cities like Mumbai, Delhi and Ban- 
galore, it has gradually moved to tier II 
cities and other places due to shortage of 
space in metro cities. With the rising in- 
come levels coupled with high purchas- 
ing power, the average age to purchase a 
house has come down from 45 years to 32 
years —this trend is the key thrust area 
for residential space demand. 

According to estimated figures, by 
the year 2010, the demand for real es- 
tate space from IT/ITES sector alone is 
to be 150 million sq ft across major cit- 
ies. This clearly indicates that the IT sec- 
tor is the major driver of the demand for 
real estate space. Besides this, other 
driving sectors include retailing, indus- 
trial and hospitality. High purchasing 
power of consumers is resulting in mush- 
rooming chain of retail stores across the 
country; boom in tourism industry is 
helping the hospizality industry to flour- 
ish. All these booms are strengthening 
the sustained real estate boom. 


Further impetus 

In February 2005, to give a boost to the 
real estate sector, the Indian Govern- 
ment announced liberalized FDI policy, 
under automatic route, which allows 
FDI up to 100% in housing, townships, 
and built-up infrastructure and con- 
struction projects. It was earlier esti- 
mated by E&Y management consult- 
ants that the year 2006 will witness a 
flow of US$1.5 bn into office, retail, hous- 
ing, hotels, resorts, hospitality and tech- 
nology park sectors. Another favorable 
move by the government, in April 2005, 
was lifting up the prohibition of the ven- 
ture funds investment in the real estate 
industry. This favors the investment of 
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both Indian and foreign funds in the real 
estate domain. Another move by the 
Central Government in 2005 to cull 
down the minimum land area for devel- 
opment by the foreign investors from 100 
acres to 25 acres was also welcomed. 

In June 2006, Sebi gave the green 
signal for launching the much-awaited 
Real Estate Mutual Funds (REMFs) in 
India. These funds are quite popular in 
developed markets in the form of Real 
Estate Investment Trusts (REITs) 
which take advantage of the booming 
real estate sector. Though the entry of 
REMFs has been delayed due to bu- 
reaucratic system, they would defi- 
nitely help in the flow of organized 
money into realty sector. Earlier, only 
high-net-worth individuals were able to 
take advantage of the growth in realty 
sector by investing in few venture funds 
promoted by ICICI, HDFC, Kotak 
Mahindra, Fire Capital, Pantaloons, 
and Anandh Rathi. With the launch of 
REMFs, even an average Indian inves- 
tor is able to participate in the growing 
real estate sector. 

To tap the huge growth potential of 
real estate sector, many foreign compa- 
nies are investing in India by developing 
tie-ups with the local companies. 
CapitaLand Ltd., a Singapore-based 
firm, has tied up with Pantaloon Retail 
India Ltd. in an equal share joint ven- 
ture to offer retail management services. 
US-based Morgan Stanley has invested 
$68 mn in Bangalore-based Mantri De- 
velopers Private Ltd. Dubai-based 
Emmar Properties, which is the world's 
largest listed real estate developer, has 
tied up with Delhi-based MGF Develop- 
ments to announce India's largest FDI 
into the real estate sector which 
amounts to $500 mn. 

Singapore-based property developer, 
Keppel Land, has tied up with Banga- 
lore-based real estate developer, 
Purvankara, to develop IT park. 
US-based Farallon has a tie-up with 
Mumbai-based Indiabulls in a joint ven- 
ture. Indiabulls has also formed Ken- 
neth Builders & Developers Private Ltd. 
in a joint venture with Delhi-based DLF 
Universal Ltd. to develop retail and com- 
mercial properties across India. 


With the approval of the New SEZ 
policy in February 2006, SEZs became 
the buzz word in real estate industry. 
The SEZ frenzy is for sure will give an 
additional boost to the real estate indus- 
try. Till recently, government has given 
approval for 263 companies to set up 
SEZs. Another 169 companies are also 
in the process of getting formal approval. 

Major players like Unitech, 
Parsvanath and DLF have signed up for 
developing over 50,000 acres of land. Be- 
sides this, Reliance industries is invest- 
ing Rs. 30,000 cr in two SEZs in 
Maharastra and over 40,000 cr to set up 
SEZ in Haryana. Others include Suzlon, 
Bharat Forge and Videocon are planning 
to invest over 1000 cr to set up SEZs in 
Mangalore and Pune. 

From the recent approval given by 
the government for 22 FDI proposals 
worth Rs. 896.25 cr, the biggest chunk 
goes to real estate sector which amounts 
to Rs. 511.50 cr from Singapore-based 
Solitaire Capital Investments. Other 
foreign companies who are interested to 
invest in Indian real estate sector in- 
clude US-based Warburg Pincus, 
Blackstone Group, Broadstreet, Morgan 
Stanley Real Estate Fund, California 
Public Employees' Retirement System, 
Hines, Tishman Speyer, and Warren 
Buffett's Berkshire Hathway. 

As real estate companies are in need 
of funds to expand their businesses, 
there are a slew of real estate IPOs of 
late. Bangalore-based Parsvnath's came 
up with $222 mn public issue which was 
open to foreign investors for the first 
time in the real estate history. Though 
DLF has withdrawn its supposed-to-be 
largest ever IPO in India, it is expected to 
revive its plans soon. Other real estate 
IPOs include Sobha Developers for 
about $100 mn, Akruti Nirman for 
around $75 mn, and Lanco Infratech. 
There have been some real estate IPOs 
in the past too—like C&C Constructions 
Ltd., Era Constructions Ltd., Unitech, 
etc. Anish Jhaveri, the head of equity 
sales at HSBC Holdings in India, 
opines, “India will have at least 50 prop- 
erty-related initial public offerings in the 
next year as the real estate industry 
booms." 
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Indian Real Estate Industry 


Bright future ahead 

As the focus on infrastructure develop- 
ment by the government has been 
strengthening, growth prospects of 
Indian real estate sector looks bright. A 
study by housing development finance 
reveals that India is short of 20 million 
housing units. Deutsche Bank research- 
ers forecast that by 2030 India will 
need up to 10 million new housing units 
per year. Another driving factor for the 
industry is SEZs, which come with tax 
exemptions like 10-year corporate tax 
holiday. Besides this, the fifth most at- 
tractive market in the world, the retail 
market of India, has also been contrib- 
uting significantly on a large scale for 
the growth of the sector. Leading na- 
tional and global players have big plans 
to invest in the infrastructure and con- 
struction of the retailing business. 

All these positive signals indicate 
that there is huge growth potential for 
the real estate industry. Joint ventures 
and consolidations will become the or- 
der of the day in realty space. However, 
there are challenges like fragmented in- 
dustry with less transparency and high 
transaction costs. The condition can be 
improved with the increase in the pro- 
fessionalism of the industry and flow of 
organized money into the sector. Given 
its huge growth potential, real estate 
can be vindicated as the best invest- 
ment avenue for long-term investors. 


Major players 

Unitech Limited 

Unitech is the largest listed real es- 
tate company in India with a market 
capitalization of over US$5 bn. It oper- 
ates in India and exports engineered 
construction products to the Middle 
East. Unitech was among the first 
players to enter organized infrastruc- 
ture development. Unitech works 
closely with various state governments 
to develop SEZs across the country. 
New Kolkata International develop- 
ment project is one of the largest infra- 
structure development project under- 
taken in the country. Unitech has tied 
up with International Amusement to 
create “E-city” in Noida. Its business 
strategy is to build a Pan-India pres- 
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ence while maintaining a leadership 
position in each city of India. 

DLF Universal Limited 

DLF is a leading player in Indian real 
estate industry with six decades of ex- 
perience. Since its establishment in 
1946, it has developed 21 urban colo- 
nies aggregating 5,816 acres, as well as 
an entire integrated 3,000-acre town- 
ship which is popular as DLF City. Fu- 
ture projects include development of 
100,000 acres over the next few years 
and it aims to become the single largest 
real estate company in the country. 
Ansal Properties & Infrastructure Limited 
Ansal Properties & Infrastructure 
Limited (APIL), one of the major play- 


ers in real estate industry, is pro- 
moted by the Delhi-based Ansal 
Group engaged in civil construction 
and real estate development in India 
and overseas. In March 2006, APIL 
tied up with Malaysia-based facilities 
management company Faber Group 
Berhad in a joint venture to foray into 
healthcare facilities management. 
HDFC realty bought 33% of Ansal 
SPV. APIL has big plans to invest 
Rs.30,000 cr in the next 3-4 years to 
build 16 townships.m 


— D Satish and Y Bala Bharathi 
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BH M&As 





Global Takeovers 


India Inc.'s Day Out! 





When L N Mittal, the undisputed king of the global steel industry, launched 
the hostile bid to takeover Arcelor, it raised fears among corporates and 
political circles in the western world about the impending attack from the 
emerging economies, especially, China and India. As more and more 
Indian firms go on the prowl for overseas assets, the protectionist’s worst 
fears might be coming true. 


Indian firms are truly becoming global 

and if the trend continues, we will havea 

host of homegrown MNCs operating 
around the world. 

— Mahendra K Sanghi 

President, Assocham 


ile the advent of the global 
economy and the associated 
paraphernalia of liberaliza- 


tion, survival appears to be the chosen 
mantra. The year 2006 has marked 
some of the most remarkable deals in 
the history of Indian M&As. These deals 
have not been confined to just one or two 
sectors; rather they are well-entrenched 
across all sectors including steel, ce- 
ment, pharmaceuticals, automobiles 
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and ancillaries, telecom and IT. And go- 
ing by some of the high-profile deals of 
India Inc., the coming days are going to 
see increased activity. 

Today, it is true that domestic firms 
in emerging economies including India 
are stuck in the most compelling scenario 
of either to perform or perish. So, size does 
really matter in today’s business. Com- 
panies aim at growing bigger and better. 
Secondly, companies, by means of over- 
subscribed IPOs, easy finance from for- 
eign countries and booming domestic 
markets happen to have a reserve on their 
balance sheet, which prompts them to in- 
vest and buy wisely. In short, organiza- 
tions look forward to make hay while the 
global economy is shining bright. M&As 


also have a lot to say about filling in the 
possible gaps in the value chain. 


Painting a new global picture 
While the 1980s and the 1990s saw com- 
panies from Japan and Korea entering 
the global arena, the new century wit- 
nesses the presence of players from 
China and India. Economic liberaliza- 
tion in the 1990s encouraged the then 
global players to seek additional syner- 
gies in India; but Indian players who 
shortly mustered up the courage to go 
abroad had constraints set by the RBI on 
overseas investments. Once these re- 
straints/regulations were eased off, cor- 
porate India too joined the global race. 

During the first 10 months of the 
year 2006, India saw M&A deals worth 
$23.7 bn, and it is expected to touch the 
$25 bn mark before the end of 2006. Last 
year, the total value of deals was just 
$16.2 bn. Among the 380 strategic merg- 
ers and acquisitions in 2006, cross-bor- 
der deals numbered 209 in which about 
147 were outbound. According to 
Accenture, a global consulting firm, if the 
current trend continues to gain currency, 
Indian companies can double their num- 
ber in Fortune 500 lists. 


Steel deals — Ironing out the 
rivals 

Globally, the steel industry has been 
going through a phase of significant 
consolidation. On the domestic front, 
SAIL too follows suit with the ISCO 
merger and the initiatives to include 
(Maharashtra Elektrosmelt Limited) 
MEL and Neelachal Ispat Nigam Ltd. 
(NINL) in the big picture. 


IT’s happening here 

The domestic IT firms too are now fol- 
lowing in the footsteps of their compatri- 
ots from other industries like steel and 
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auto components. Though Indian IT 
companies can boast of technology and 
functional knowledge, they lack a certain 
expertise and polish in the consultmg 
arena, another profitable business. 
Therefore, they look forward to acquire 
consulting firms on foreign soil. 

Indian IT firms cannot afford to rely 
only on the US firms, as the US economy 
is slowing down and Democrats, who are 
very skeptical about outsourcing, won 
the majority ir the US Congress and 
Senate. Hence, Indian IT and ITES com- 
panies strive to diversify their business 
and woo European and Asian markets. 
The problem as well as opportunity 
(boon and bane) with European markets 
is that they don’t solely rely on Englisa. 
Europe is culturally as well as linguisti- 
cally diverse and one cannot say a par- 
ticular language is a common one. 

Nezr-shoring has come to the rescue 
of Indian IT and ITES companies. In- 
dian IT behemoths like TCS, Infosys 
and Wipro have either set up or acquired 
companies in the European countries 
like Ireland, Scotland, Czech Republic, 
which are less expensive and have rela- 
tively lower labor cost. By setting up and 
acquiring companies in Central and 
East European countries, they can lever- 
age the foreign language talent pool in 
the neighboring countries as well as re- 
duce the cost of product delivery. 

India’s No.1 IT exporter, Tata 
Consultancy Services (TCS), has recently 
acquired an Australian firm, Total 
Consultancy Services Management for 
an up-front cash payment of AUS$1.7 
mn. In 2005, it had acquired another Aus- 
tralian software solutions firm for $26 
mn. TCS has consolidated its European 
businesses also. It acquired 75% equity 
stake in TKS-Teknosoft, TCS’ Switzer- 
land-besed partner. TCS has ventured 
and conquered the Latin American mar- 
ket too. Its TCS Ioeroamerica business 
unit operates in 14 countries including in 
Mexico, Central America, South America, 
Spain and Portugal. It has acquired 
Comicrom, the largest BPO company in 
Chile with 1,300 employees and more 
than 100 clients. It signed two deals 
worth more than $30 mn with Chilean 
companies. N Chandrasekaran, Execu- 
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tive Vice-President and Global Head of 
Sales & Operations, TCS, said: "TCS re- 
mains committed to its strategy of devel- 
oping market leadership in Latin 
America. With operations in 14 countries 
in the region, 150 clients and 7 delivery 
centers across Uruguay, Brazil and Chile; 
we are well-positioned to provide world- 
class integrated IT and BPO services and 
provide superior value to clients in this 
region." 

Meanwhile, another IT biggy, Wipro, 
is on the prowl. The company acquired 
the US-based American Management, 
which has domain expertise in niche 
products, services and good client rela- 
tionships, for $26 mn. Wipro also ac- 
quired telecom major, Ericsson s R&D 
unit for an undisclosed amount. This 
deal will enable the Bangalore-based 
company to leverage Ericsson's expertise 
in cellular, transmission and switching 
equipment manufacturing. It also added 
Nervewire, a US front-end consulting 
firm, to its kitty for $18.7 mn. 

Industry experts predict that Indian 
companies would cease to be content 
with being just sub-contractors; they 
would begin to compete as prime ven- 
dors. The trend of MNCs looking for spe- 
cialized, ready-made vendors (domain 
capability acquisitions), for which they 
would acquire small/mid-sized firms in 
India, would also prompt the surge of 
M&As in the industry. 


Cementing deals 

The domestic cement industry too has 
taken the road to consolidation in re- 
cent times. India, being the second larg- 
est producer of cement in the world, 
tells a different story compared to other 
M&A tales in the country. While in the 
other sectors overseas acquisitions 
take place in cement, global players 
strive for a presence in India. The thriv- 
ing global demand has made the ce- 
ment majors of the world like Lafarge, 
Holcim, Italcementi and Heidelberg to 
ensure their presence in India. 


Doctor's prescription — Acquisition 
pills 

The pharmaceutical sector too has not 
stayed away from riding the M&A band- 


wagon. The industry is moving towards 
consolidation. Recently, Mylan of the US 
acquired a major stake in Hyderabad- 
based Matrix Labs. Dr. Reddy's buyout of 
Betapharm and Lupins acquisition of a 
51% stake in Dafra Pharma. Like Mylan, 
global players look towards making use of 
India's low-cost advantage. Pharma ma- 
jors like Sandoz, Teva and Watson have 
already acquired manufacturing units, 
ensuring their presence in India. India ap- 
pears to be a lucrative investment hub for 
the global players, due to the presence of 
numerous USFDA approved plants. In- 
dian players— who engage in contract 
manufacturing for generic players world- 
wide, collaborate in drug discovery and ex- 
port— cannot ignore global developments 
as they would be affected due to their 
presence in the value chain. 

Indian companies opt for product al- 
liances than takeovers in this sector in 
the US market while looking for acquisi- 
tions in Europe. Most Indian companies 
desire to be reliable suppliers of bulk ac- 
tive pharmaceutical ingredients to for- 
eign companies, than to progress into 
custom manufacturing or contract re- 
search, while the foreign players would 
now look forward to enter the realm of 
pre-clinical and clinical areas in India. 
What is also adding or better say, fa- 
cilitating the deal frenzy is the availabil- 
ity of now easier access to finance. Tatas 
who are now engaged with CSN in a bid- 
ding war over Corus have reportedly 
asked their investment bankers to cough 
up more money to fend off challenge from 
CSN. It is possible today as investment 
bankers and private equity players are 
coming in hordes to companies on the 
prowl. "Not so long ago, companies that 
borrowed lots of money were considered 
risky, appropriate only for daredevil 
stock pickers. Those with lots of cash on 
hand and few outstanding debts might 
be dull stocks, but they were at least safe 
bets for bondholders," commented the 
International Herald Tribune, the US- 
based daily. No doubt, this is fueling the 
deal frenzy elsewhere as well; and not 
just in developed economies.m 


— Amit Singh Sisodiya and Reshma George 
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Tata Steel - Corus 


Twist in Consolidation Tale 





If the deal goes through, Tata Steel-Corus combined would emerge as the 
fifth largest steel maker globally. However, the recent counter bid from 
Brazil’s CSN poses significant challenges to Tata’s gameplan. 





There is a ciear and compelling rea- 
son *o have relationshtps with Corus. 
With Corus, Tata Steel is going to be a 
world-class operational platform as 
there is natural synergy in automobiles, 
construction and packaging. 

-B Muthuraman 
Managing Director, Tata Steel 


F hen Mittal Steel, owned by 

the steel magnate L N 

Mittal, made the hostile bid 

to acquire rival Arcelor, it was a clarion 
call for the rest of the industry players. 
Tata’s friendly bid for the UK-based 
Corus may be termed as a response to 
that. For Tatas, who have emerged as 
oneamong the new group of “attackers”, 
identified from emerging economies, it 
is another deal to push their global 
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gambit; in fact, various Tata group 
firms have already made 27 acquisi- 
tions so far since 2000, when Tata Tea 
acquired UK-based Tetley. 

The Corus acquisition deal, which is 
expected to close by January 2007, sub- 
ject to regulatory and other approvals, 
is already being touted as the largest 
cross-border deal by any Indian firm. 
Keeping aside the deal size, it doesn't 
take far to understand why Tata Steel 
opted for such a big bang acquisition. 
This “friendly acquisition” is not only a 
meticulously calculated strategic step, 
but also a game plan in the making, to 
entwine an “International business 
Web in the Tata way”. 

Amidst the (cross-border) deal 
frenzy, one thing is clear: India Inc. is 
not afraid to test foreign waters (read: 


markets). However, it is not to assume 
or say that it won't be before testing 
and much grinding that success would 
come. Nonetheless, analysts affirm 
that with the increasing confidence of 
India Inc., the country could soon 
emerge as the “next generation of glo- 
bal brands”. 


Consolidate to conquer 

Globally, the steel industry is undergo- 
ing major consolidation, with the big 
firms leading the way. The significant 
increase in world steel production ac- 
companied by strong demand, and shift 
in growth from developed economies to 
emerging economies, has necessitated 
steel firms from developed markets to 
expand beyond their domestic horizons. 
For domestic players in emerging econo- 
mies it means moving out of their home 
turfs to gain global reach to fend off 
competition from their global rivals; the 
Tatas’ move vouches for that. 

The steel industry for most of the 
last decade or so reeled under falling 
steel prices. Lack of efficiency and huge 
overhead cost was made worst by the 
fact that most of the plants were state- 
owned. However, privatization of the 
British steel industry came as a silver 
lining to the cloud that was looming 
over. This brought immense success 
during the early years, prompting many 
governments to sell or reduce their 
stakes, particularly in EU-based steel 
enterprises. The raising of the iron cur- 
tain attracted many European, Ameri- 
can and Asian-based private players to 
invest in the steel industry. The steel 
mantra, having gripped the whole of Eu- 
rope, was quick to spread to the whole of 
South America, several parts of Asia 
and Russia. 

This fueled consolidation, starting 
with inter-regional transactions and 
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then intercontinental M&As followed 
up. The major factor which has influ- 
enced such consolidation is the rapid 
rise in material prices. In fact, most of 
the steelmakers felt the pressure to 
thrive in this competitive market too 
compelling, while juggling between sup- 
pliers of iron and coal, and customer re- 
tentivity and expansion. M&As opened 
up a new window of opportunity for re- 
structuring and improving operational 
efficiency. As one Arcelor-Mittal source 
aptly explains, “Steelmakers are now 
caught in a vice between customers and 
suppliers, which have become far more 


concentrated.” Fusion was the only 
panacea to revitalize the weak steel 
players to eliminate loss-making op- 
erations and charge up their balance 
sheets. This acted as the driving force 
behind the big mergers like NKK and 
Kawasaki to form JFE in 2001 and 
LNM and Ispat Intl. in 2004. 


Corus’ struggle 

Tata’s bid came as a major surprise to 
the industry, which was yet to digest the 
news and effect of the Mittal Steel- 
Arcelor deal in June 2006. However, 
there was a twist in the tale as specula- 


Tata Steel - Corus 





tions rose that Tata Steel may face 
counter bids from Russian Steel Czar 
Severstal; Novolipetsk, also a Russian 
firm; and Brazil’s Companhia 
Siderurgica Nacional (CSN). However, 
the news that with Tatas—post-acqui- 
sition of Corus—planning to acquire 
CSN has to a certain extent put paid to 
such rumors. 

The deal valued at $7.6 bn (£4.3 bn) 
nonetheless surprised everybody with 
the same question as to how Tata Steel, 
a much smaller player, could swallow 
Corus; Corus is four times the size of 
Tata Steel. Another question being 








INTERVIEW 


One major opportunity the merger could create is to adopt each others’ best 
practices through exchange of managerial and indeed shop floor employees. 


What kind of synergies do you think Tata Steel 
can derive from Corus acquisition? 

The basic synergy seems to be between 
the complementary product ranges and 
markets in which the two companies oper- 
ate. Tata Steel’s being the lowest cost 
steel producer in the world, should also 
help Corus in bringing about a more com- 
petitive cost structure, even though most 
of its plants are in high cost Europe. 


What role this deal could play in Tata Steel’s 
globalization plan? 

The deal obviously plays a very impor- 
tant role in Tata Steel’s global ambi- 
tions. In one go, it catapults itself into the 
top five steelmakers in the world by size. 


What integration challenges Tata Steel faces? — 

There would obviously be challenges in terms of inte- 
grating the product lines and markets of the two compa- 
nies. One major opportunity the merger could create is 
to adopt each others' best practices through exchange of 
managerial and indeed shop floor employees. 


Do you see any culture-related issues in the deal? 

To my mind, culture-related issues are perhaps more 
important in service organizations rather than in 
manufacturing companies. With top management con- 


| Chartered Financial Analyst | 





Anant Vishnu Rajwade 
Consultant in Risk Management 
and Columnist, AV Rajwade Corp. 





tinuing unchanged, I do not see too many 
problems in this area. 


Will there be any impact of this deal on the 
Indian Steel Industry? 

If the Mittal and POSCO plants materi- 
alize, India would have three world-class 
producers within the country, including 
Tata. This would mean that the other, 
smaller steel producers, including SAIL, 
would need to gear up to facing world- 
class competition even in the domestic 
market. 


Any other views? 

My major worry about the transaction is 
the timing. International steel prices have been ruling 
high for the last few years, driven significantly by Chi- 
nese infrastructure investment. But China’s own 
manufacturing capacity has grown so rapidly that, in a 
couple of years, it has moved from being a large im- 
porter to a large exporter of steel! Again, Chinese de- 
mand may slacken even in absolute terms as the 2008 
Olympics-related infrastructure investments get com- 
pleted. On balance, therefore, the possibility of steel 
prices softening can hardly be overlooked—and this 
could put pressure on the Corus cash flows which 


would be servicing most of the acquisition-related 
debt. 
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The Combination 
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raised is whether Tatas could revive the 
fortunes of Corus, which was born out of 
a merger between British Steel and the 
Netherlands' Royal Hoogovens in 1999. 
Corus has four plants in Britain, at Port 
Talbot, Rotherham, Scunthrope and 
Teesside as well as the Ijmuiden plant 
in Holland. Once famous as the steel 
icon of the UK, Corus was recently seen 
in its worst struggle to survive amongst 
the hot steel market. Its poor perfor- 
mance was apparent when its turnover 
of 2005 rose by just 9% to £10.1 bn with 
a profit rise of a mere 2% to touch £451 
mn. In its last effort to clean up its bal- 
ance sheets, it sold eff its aluminum 
business and its joint venture for steel 
production in Portugal. It even had to 
abandon its three-year-old strategy of 
offering a multi-meta! product line and 
be satisfied with just carbon steel. Even 
the profitability margin of Corus 
seesawed to roughly 4% with EBITDA 
margins 3-5% lower than the other Eu- 
ropean big players like ThyssenKrupp 
and Arcelor. With its share prices plum- 
meting to just 20 penee in 2002, and the 
danger of the liquidity crisis looming 
large on Corus, acquisition or break up 
seemed only a matter of time and prob- 
ably the only possible solution. 


Challenges 

For the $5.3 bn (in 2005 revenue) Tata 
Steel which is just a minnow when com- 
pared to Corus ($19.3 bn), this is the big- 
gest buy so far. Corus acquisition is also 
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going to be a new chapter added to Tata’s 
earlier records of acquisitions of 
NatSteel of Singapore in 2004 and 
Millenium Steel of Thailand last year. 
Comparing the size and capacity of 
Corus, it is of course a big challenge for a 
modest company like Tata Steel, with a 
meager 5.3 mtpa production to swallow 
Corus Group Plc, the world's 9^ largest 
steel company, which has a production 
capacity of 18.2 mtpa. 

However, if Tatas’ previous records 
are anything to go by, this Indian steel 
company has made possible the mis- 
sion impossible. Although a mere 
pygmy when compared to the global 
best players, it seems to be too sure of 
its strength of low-cost steel production 
to take up global market challenges. 
Even though Tata Steel is seen to be 
lagging behind in capacity terms, it 
equals Corus in size in terms of 
EBDITA ($1.48 bn vs. $1.96 bn). In fact, 
the gap narrows further when one looks 
at the net profit. Tata Steel’s net profit 
of $840 mn is only slightly lower than 
Corus’ $861 mn. This tells a lot about 
the cost competitiveness of the two 
firms. Another parameter on which the 
Indian steel major outsmarts even the 
global biggies is in its appreciably high 
profit margin of 18%, leaving Mittal 
Steel far behind with 12%, and Corus 
with a poor 4%. This trend invariably 
brings into focus the cost competitive- 
ness of buoyant Indian firms beating 
even their global competitors, cashing 
in on the abundant availability of cheap 
raw materials and skilled human re- 
sources. Tata Steel now rates among 
the top low-cost manufacturers in the 
world. This means that there are lots of 
cost-saving opportunities for Corus, 
post-acquisition by Tata Steel. 

For Tatas, the acquisition would act 
as a gateway to Europe as well as a 
platform to launch itself as a global 
player. “What we are attempting is 
simply a greater internationalization of 
our businesses...Where this thrust is 
different from the past is that it goes 
beyond exports: We will want to be a 
part of the community in which we oper- 
ate. One of the major drivers of going 
international is to reduce our vulner- 


ability to a single market”, said a jubi- 
lant Ratan Tata, Tata Steel’s Chair- 
man, to the media. There is no doubt 
that Corus’ acquisition will fulfill Tata 
Steel’s prime objective of growth and 
globalization, bringing it closer to mar- 
kets for high-end steel and also provid- 
ing it with state-of-the-art production 
and R&D facilities along with the most 
sophisticated customer base. Also, 
there will be an increased focus on the 
quality of operations. Besides these, 
there will be synergies in the form of 
cost benefits as a result of access to 
cheap raw materials such as iron ore 
and steel slabs. Being an experienced 
player by operating in the low-cost 
Asian market for long, Tata Steel can 
easily leverage low-cost abilities in In- 
dia and China to diligently cut down 
costs in the combined entity. In addi- 
tion to the long list of benefits, this syn- 
ergy will position the combined group as 
the fifth largest steel company in the 
world by giving an opportunity to ex- 
pand its market horizon to Europe. 


Coining “Truro” 

The deal, which has drawn the atten- 
tion of critics and analysts the world 
over, and is close to culmination by the 
middle of January 2007, had been a 
highly guarded acquisition plan of Tata, 
code named “Truro”, and had seen sev- 
eral months of hardwork before the 
news broke out. Dating back to 2005 
when the acquisition of Corus by CSN 
snapped, Corus along with its bankers 
and advisors at Credit Suisse was seen 
searching high and low for potential 





Big Deals.. 
Target Buyer Value Year 
(S bn) 

Arcelor Mittal Steel 32.2 2006 
NKK Corp Kawasaki Steel 14.1 2001 
LNM Holdings Ispat Intl. 13.3 2004 
Krupp AG Thyssen 8.3 1997 
Corus Tata Steel 8.0 2006 
Dofasco Arcelor 5.2 2005 
Intl. Steel Mittal Steel 4.8 2005 
Source: Tata Steel 
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suitors. Even talks with buyers like 
Russia's Severstal & Evraz and 
Brazil’s CSN, on all possible scenarios 
ranging from joint ventures to full- 
blown takeovers, didn’t bear any fruit. 
However, “Project Color” found its best 
match while courting Indian steel giant 
Tata Steel. 

Despite the Tatas’ not so attractive 
deal amount, going by global M&A stan- 
dards, investment bank Credit Suisse 
came up with an unparalleled move to 
approach the Takeover Panel which gev- 
erns M&As in the UK to solemnize the 
deal. This carefully fabricated game 
plan was spun by none other than the 
chief executive of Corus, Philippe Varin. 
The French chief executive of Corus who 
took the helms of a shattered company in 
2003, at last succeeded in bringing the 
two parties to the deal table. 

The financial team came up with an 
extraordinary plan to fund 100% of the 
deal, with 45% funded by Credit Suisse 
and 27.5% of it coming from ABN Amro 
and Deutsche. Following the rare prin- 
ciple of “non-recourse LBO financing” 
Corus is thought to be merged with a 
Special Purpose Vehicle (SPV) or in- 
vested company being 100% owned by 
Tata Group. However, with this ar- 
rangement, each share of Corus would 
be priced at 455 pence putting the en- 
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terprise value of Corus at $10.26 bn. 
Still the offer price of Corus’ shares was 
about 5% lower (being priced at 477.5 
pence on October 17, 2006), which may 
give some space to companies from Rus- 
sia and Brazil to make counter bids. 


Synergizing ahead 

With a combined market capitalization 
of $14,737 mn and proposed huge sales 
of $24,374 mn, Tata Steel expects the 
merged entity to bag operating profits 
of $3,442 mn or so. Further, the big- 
ticket acquisition overseas will no 
doubt propel the combine to rank fifth 
in the global steel league table from 
Tata Steel’s current 56" rank. However, 
more importantly, some industry ana- 
lysts hint that Tata Steel might prob- 
ably ship out semi-finished steel and 
rolled-out steel slabs from India to be 
finished at Corus’ steel mills, producing 
cold-rolled, high-end steel at extremely 
aggressive prices. Indian steel produc- 
ers, having a 22% cost advantage over 
European companies (according to 
World Steel Dynamics), thus have a 
clear advantage to produce steel at con- 
siderably lower rates. “I see a tremen- 
dous synergy of Corus from day one in 
various sectors such as operations, 
maintenance, logistics, customer 
services and other areas," said 


B Muthuraman, Managing Director of 
Tata Steel. In fact, some experts even 
feel that the deal will usher in benefits 
for Tata Motors. They note obvious ben- 
efits in tying up with Corus, which has 
easy reach to high-end markets and has 
lots of experience in production of 
strips, flat automotive sheets for use in 
automobiles, airports or domestic ap- 
pliance industries. 

But a major concern is that Tata 
Steel barely has any spare steel to feed 
Corus and if it was to export slabs to 
Europe, freight charges will be more 
than those from Russia. The Indian 
Government's stringent policy banning 
the export of iron ore further adds to 
Tata's glitches instead of favoring it. 
Amidst concerns including cross-cul- 
tural issues like loss of jobs in Britain, 
major stakeholders of Corus (like 
Standard Chartered) resisting Tata's 
takeover, and threats of counter bids, 
it's to be seen how Tatas can turn all 
odds to their advantage. There is really 
a sensational twist in this whole game 
with the news of Tata-Corus combine 
to buy Brazil's biggest steelmaker 
CSN coming to surface. CSN, thought 
to be one ofthe potent bidders of Corus, 
is now at a risk of being hunted by the 
shrewd Tatas. The world (of steel), in 
the meantime, waits for Tatas' future 
action. 

At the time of going to press, the 
news of CSN counterbidding for Cho- 
rus hit. That means Tatas have to ei- 
ther match or better Brazilian rival's 
offer price of 475 pence per share before 
it could clinch the deal. However, 
Tatas, which now enjoy better creden- 
tial as a serial acquirer, globally, 
thanks to over two dozen overseas 
deals by various group companies, 
could hope that CSN, which already 
had made a failed attempt to acquire 
Corus in 2002, could find it tough to 
convince Corus shareholders once 
again. Anyway, one thing is for sure, the 
battle for Corus is going to see many twists 
and turns before it could be over.m 


— Amit Singh Sisodiya and Sanghamitra Dhara 
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Dr. Reddy’s — betapharm 


Doctor's Prescription! 





With the acquisition of betapharm, DRL is all set to fortify its position in the 


global pharmaceutical industry. 





r. Reddy’s Laboratories, 

India’s second largest phar- 

maceutical company, created 
waves when it acquired the Germany- 
based betapharm in February 2006, 
in the largest ever cross-border acqui- 
sition by any Indian drug maker. The 
deal valued at 480 mn ($576 mn) 
was an all-cash deal. betapharm has, 
over the years, emerged as the fourth 
largest generics company in Germany 
after Hexal, Ratiopharm and Stada, 
and commands almost 3.5% of the 
market share. The acquisition gives 
India’s second largest firm a strong 
foothold in Germany (the world’s third 
largest pharmaceutical market after 
the US and Japan) and the largest 
market in Europe. “betapharm was 
the ideal vehicle for the company to 
make its presence felt in the conti- 
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nent,” commented DNA, India’s lead- 
ing daily. 

Analysts said that Dr. Reddy’s 
would leverage on its low-cost manufac- 
turing and betapharm’s strong market- 
ing network to push its products in Ger- 
many and other parts of Europe. Com- 
menting on the acquisition, Dr. Anji 
Reddy, Chairman, Dr. Reddy’s Labora- 
tories, said, “Today is truly an exciting 
day for Dr. Reddy’s. We see our invest- 
ment in betapharm as a key strategic 
initiative towards becoming a mid- 
sized global pharmaceutical company 
with strong presence in all key pharma- 
ceutical markets. betapharm has cre- 
ated a strong growth platform and is 
well-positioned for the future and we 
are looking forward to partner with 
them in building a strategic presence in 
Europe.” 


Background 

betapharm Arzneimittel GmbH was 
founded in Augsburg in 1993. With 
around 150 active pharmaceutical in- 
gredients, its products cover almost all 
illnesses, from common cold to serious 
cardiovascular diseases. The company 
employs a workforce of more than 350 
people and has posted a turnover of 
186 mn in 2005. 3i, Europe's leading 
venture capital firm, invested in 
betapharm in March 2004. Since then, 
gi has been actively helping the com- 
pany develop its business activities, 
particularly in product sourcing. 

Commenting on the strategic initia- 
tive, G V Prasad, Vice-Chairman and 
CEO, Dr. Reddy's Laboratories, said, 
"We are very excited with our strategic 
investment in betapharm." He further 
added, "The combination of these two 
companies will enable betapharm to 
continue to expand its growth trajectory 
and at the same time provide a strong 
foundation to leverage Dr. Reddy's glo- 
bal product development and market- 
ing infrastructure to build a significant 
generics business in Europe in the long- 
term." 

Wolfgang Niedermaier, CEO of 
betapharm, said, ^Dr. Reddy's impres- 
sive pipeline of generic and innovative 
products and its high quality standards 
combined with competitive manufac- 
turing infrastructure will help further 
develop our position in the German 
market and offer an entry platform for 
the European market." 

Even the executives of the 
betapharm reckons that that the 
Indian players are becoming very com- 
petitive players in Europe and the tie- 
up with DRL gives them a rewarding 
experience in many ways. 

Adding to it, he says “Its extensive 
and well-recognized corporate social re- 
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“3i has worked closely with management 
in the past two years to pesition the busi- 
ness for international growth and expan- 
sion. Today’s sa'e to Dr. Reday’s is an excit- 
ing logical step for betapharm's next phase 
of development. Dr. Reddy's broader prod- 
uct range and high quality production base 
et competitive cost levels will enable the 
business to grow exponentially." 
— Bernie Schuler 
a partner in 3i's (betapharm's owner) 
European buyouts business 
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Consistent Growth Strategy: 2000-2007 


Created the platform for Accelerating growth in US Unlock the value in our 
long-term sustainable Establishing presence in specialty business 
growth in the core Europe Launch of our first NCE 
businesses step up investments in 
innovation businesses . 
2007-2011 
Growth driven by our innovation businesses 
e |n-market portfolio of specialty prescription brands in the 
range of $50 mn - $100 mn 
+ Development pipeline focused on niche specialty segments 
Potential launch of our first NCE 
* Well balanced portfolio: Pre-clinical through Phase Ill 
Source: drreddys.com 


sponsibility activities perfectly fit with 
our successful corporate philosophy and 
business model. We see Dr. Reddy's as 
our partner of choice to build a success- 
ful joint future and continue 
betapharm's growth and success story. 

Not only through business point of 
view, but also the corporate culture has 
pulled the betapharm in this deal. ^We 
think Dr. Reddy's is important from 
both the business perspective and cul- 
tural perspective. It has got great prod- 
uct pipeline, low cost, competitive and 
high quality production base. The 
company's culture is based on the trust 
of people and hands-on entrepreneur- 
ship. It has been very rewarding experi- 
ence in many ways”, reckons Bernd 
Schuler partner of 3i Germany. "We 
have substantially built value by 
complimenting many of business func- 
tions such as procurement, finance, and 
controlling and business development. 
All that has led to an independent com- 
pany with a unique positioning repre- 
senting a clear gateway to German mar- 
ket, which is the second largest generics 
market in the world. This has really 
sparked a lot of trade interest from the 
players all around the world, particu- 
larly from India", he adds. 


Growth through acquisition 

betapharm with its differentiated busi- 
ness model has all the key elements for 
achieving success in the fast growing ge- 
nerics market in Germany. We strongly 
believe that this strategic investment will 


generate substantial opportunities for 

long-term value creation for both the 
companies. 

-G V Prasad 

Vice-Chairman and CEO 

Dr. Reddy’s Laboratories 


Analysts suggest that for Indian 
pharmaceutical firms like Dr. Reddy’s 
which aspire to play a much bigger role 
in the global arena, acquisition is the 
way to achieve this goal. “Cheap gener- 
ics—or off-patent drugs—are gaining 
popularity, as governments seek to cut 
spiraling healthcare costs and more 
and more branded drugs lose patent 
protection. Indian pharma companies, 





Generic Market Share 
Europe's Top Companies 


Ratiopharm, 14.5% 





Sandoz/Hexal, 13.5% 











betapharm, 1.8% | 
Source: Matrix Laboratories | 
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Dr. Reddy s 

A11 
FYO7  FY97 

$ — INR 

Incia 52 2,393 
North America 106 — 4,6856 
Fussia 25 1,25 
Europe 71 324 
Others 53 2,428 
Total 306 14,049 


Source: direddys.com 


with their reverse engineering skills 
and low-costs of production, are poised 
to spearhead the global takeover spree 
in the international generic drugs mar- 
kets, and Europe will see the maximum 
action,” suggests a report by 
Indiainfoline, India’s leading brokerage 
firm. And, it is not the US but Europe 
which is going to see increased action as 
prices are increasingly coming under 
pressure in the US. According to the re- 
port, “Indian drug makers like 
Dr. Reddy’s are looking for opportuni- 
ties in Europe. After the US, Germany 
is the second biggest market for such 
drugs, with turnover reaching around 
$5.9 bn (€5 bn) a year”. Further, it cites 
experts who attribute the bullish mo- 
mentum in Europe to the healtheare re- 
forms that are being implemented in 
the continent and which would have a 
positive impact on the overall dynamics 
of that market. 

However, citing others, it says that 
there could be downward pricing pres- 
sures in Europe as well, indicating 
that Indian drug firms should be care- 
ful in pursuing inorganic grewth in Eu- 
rope. Further, a section of experts point 
out that the payback on betapharm 
could take longer than expected for Dr. 
Reddy’s Laboratories and that in the 
near-term the acquisition could prove 
to be a drag on the Indian drug major’s 
financials. In fact, the recent com- 
ments by Dr. Reddy’s Europe head V S 
Vasudevan that the company would 
not pursue any more acquisitions has 
led to doubts—“if the company has bit 
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_ab: Revenue Mix 


(in mn) 
As a Q1 Q1 Asa _ Growth 
% FY06  FY06 % 96 
$ INR | 
17 4 S085 37 15 


35 14 661 12 NC 
8 TÉ 776 14 45 


23 23 1,033 18 214 
17 23 1036 19 134 
100 . 122 5,591 100 151 


off more than it can chew with 
betapharm,” commented DNA. “We all 
agree the betapharm valuation was on 
the higher side and Dr. Reddy’s will 
have to work much longer on the pay- 
back,” it cited an analyst at Edelweiss 
Securities, as saying. “All factors con- 
sidered, the payback for Dr. Reddy’s 
from betapharm is now much longer at 
seven years compared with three to 
five years otherwise,” it quoted an- 
other analyst working at a brokerage 
linked to a top Indian bank, as saying. 
Dr. Reddy’s expects projected revenues 
of $200 mn in FY07 from betapharm. 
DNA commented that revenues from 
the acquisition in Q1FY07 were at 
$43.4 mn (roughly Rs. 200 cr). “But 
given the price pressures, Q2 numbers 





are unlikely to be as robust from the 
German company,” it quoted another 
analyst as saying. 

Nonetheless, on the positive side, as 
a 3i spokesperson said, “betapharm’s 
sustained above-average growth in a 
consolidating market confirms the as- 
sessment that its potential is far from 
exhausted. betapharm’s success story 
has not gone unnoticed by other market 
participants.” 


Synergic growth 
Apart from the price synergies, the duo 
projected synergies across manufacturing 
cost, product line and product base. The 
cheerful Bernd Schuler, partner of 3i Ger- 
many, said in an interview: “We think Dr. 
Reddy’s is important from both the busi- 
ness perspective and cultural perspec- 
tive. It has got great product pipeline, low- 
cost, competitive and high quality produc- 
tion base. The company’s culture is based 
on the trust of people and hands-on entre- 
preneurship.” Projecting the globaliza- 
tion plans, G V Prasad said in an inter- 
view, “betapharm fitted the bill nicely as 
it had a strong sales organization, strong 
pipeline and huge brand equity with the 
doctors in Germany. Hence, it neatly fit- 
ted into our plans for globalizing our ge- 
nerics business.” 

Since Dr. Reddy’s seems to spread 
its wings in the European market, it is 
a good deal for them that instantly of- 


2004 

Pharma Mkt! Generic Mkt? Generic CAGR® 

Size ($ mn) Size ($ mn) Penetration (%)  (04-08)(%) 
Germany 29,054 7,532 26 16 
UK 20,042 5,087 18 18 
France 28,477 2,519 9 29 
Italy 18,894 1,973 10 32 
Spain 13,906 1,044 8 22 
Netherlands 3,667 900 25 28 
Belgium 4,397 206 5 17 
Total 118,437 19,261 16 21 
Sources: 
1 IMS Knowledge Link 


? |MS Generic Market Analyzer, including branded generics 
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Dr. Reddy’s — betapharm 


Challenges and Opportunities 


fered a critical mass with size, product 
portfolio and pipeline. This deal not 
only served as a gateway for Dr. 
Reddy’s into the global market but 
also gave it a leading market position. 
While these are short-term benefits, 
looking at the long-term benefits, G V 
Prasad said, “In the long-term, 
betapharm would be a vehicle for 
launching Dr. Reddy’s products in the 
German market in particular and Eu- 
ropean market in general. The R&D 
capabilities and low-cost manufactur- 
ing of Dr. Reddy’s, combined with a 
leading market presence and a power- 
ful sales organization in Germany, will 
drive the growth of the company in Ger- 
many initially and in Europe conse- 
quently,” in an interview with The 
Hindu Business Line. “From a long- 
term perspective, we think Dr. Reddy’s 
should extract better synergies out of 
this deal, as it couples its product 
strength with betapharm’s front-end 
presence, apart from leveraging its 
own domestic manufacturing advan- 
tage. The custom pharmaceuticals 
business continues to have a good trac- 
tion and the acquisition of Roche’s API 
facility should add scale to this seg- 
ment,” commented The Hindu. 


Panacea for all its woes? 

Dr. Reddy’s takeover of betapharm 
marks the largest overseas transaction 
by an Indian pharmaceutical player, 
and an important step in the evolution 
of the sector. 

“For Dr. Reddy’s, the deal ad- 
dresses one of the three big problems 
for the company,” commented the Lon- 
don-based Financial Times. First, it 
reasons, Dr. Reddy’s has been a light- 
weight in Europe—a worrying status 
when rising pressure on health au- 
thorities to cut costs by buying cheaper 
drugs is presenting market opportuni- 
ties for lower-cost manufacturers from 
India. In contrast, compatriots like 
Ranbaxy Laboratories and Wockhardt 
have been quicker to seize the opening 
in Europe. 

According to a report by Financial 
Times, the acquisition of Germany’s 
fourth largest generic drugs manufac- 
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Generic/Brand Innovator 
Sales ($, mn) 

Olanzapine $668 

(Eli Lilly’s Zyprexa®) — (20 mg & ODT) 

Ondansetron $480 

(GSK's Zofran®) 

Clopidogrel $1,998 

(Sanofi's Plavix®) 

Terbinafine $521 

(Novartis’ Lamisil®) 

Sertraline $2,665 

(Pfizer's Zoloft®) 

Fexofenadine $1,958 

(Aventis’ Allegra®) 

Source: IMS MAT Sept. 2003 


turer will add about €200 mn to 
Dr. Reddy’s top line. Before the deal, 
12% of total sales at Dr. Reddy's came 
from Europe, compared with 18% at 
larger rival Ranbaxy, which also bid for 
betapharm but pulled out over price. 
Analysts opined that the price paid by 
Dr. Reddy’s reflects its eagerness to ac- 
cess Europe, and in particular Ger- 
many, the largest generics market after 
the US; the price is about three times 
betapharm’s sales. 

The report further quoted research 
analyst Saion Mukherjee, of Brics Secu- 
rities, Mumbai, as saying: “The price 
flows from the strategic imperative. 
Not only is Dr. Reddy’s non-existent in 
Germany, but the market has deep- 
rooted sales and distribution networks 
that makes inorganic expansion there 
tough and expensive for an outsider.” 
Further, the rising costs of research and 
development and litigation linked to 
patent challenges in the US have added 
to the company’s woes. To spread the 
burden, Dr. Reddy’s teamed up in March 
2005 with ICICI Venture Funds. The 
private equity fund is investing about 
$56 mn to support R&D. 

The London business daily says 
that the Indian pharmaceutical major 
has also been under pressure in the US, 
where its generics business has been 
losing sales. However, the company’s 
Q1 sales for the current fiscal give 


Status 


District Court decision expected in Q3 CY04 
Hearing at the District Court competed 


District Court hearing expected to commence 
in Q1 CY05 


Schedule for district court hearing yet to be received 


Compound patent expiry in June 2006; 
Not sued on subsequent patents 


Discovery process expected to complete in Q2 CY0S 


enough hint that it has been able to 
maintain the sales in the US at 17% of 
its overall revenues. Nonetheless, the 
report points out that Indian compa- 
nies have been hurt by competition in 
the US, where large US generic manu- 
facturers have joined a crowded market, 
forcing down prices at a time when 
fewer drugs are losing patent protec- 
tion. For the broader sector, the deal 
marks the latest sign of the encroach- 
ment of low-cost producers directly into 
developed markets, it adds. Also, it 
says, at a time of continued cost pres- 
sure on Europe's health services, there 
is scope for the generics sector to grow at 
the expense of branded drugs, which of- 
ten offer only marginally more effective 
medicines for higher prices. 

However, the report cautions that 
in Germany the discount of generic 
drugs to their branded rivals fre- 
quently remains very modest. Dr. 
Reddy's and others will have to hope 
that rising volumes and their ability to 
exploit lower cost production in India 
and beyond will offset the risk of fall- 
ing generic margins in Europe, com- 
ments Financial Times. 

Indeed, the merger happens to be a 
right dose for the duo to become 
healthier.m 


— Amit Singh Sisodiya and Kavitha Putta 
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B BUSINESS ENVIRONMENT 


India Ine. 


The Great Surge 





From being hunted to becoming the one on the prowl, it has been a great 
transformation for India Inc. Yet, it is a long way before corporate India can 
takeover the world. 





uoyed by a booming economy, 

the success of knowledge-based 

industries, the easy availabil- 
ity of eredit and a new self-confidence to 
achieve global scale, India Inc. is finally 
coming of age. Indian companies no 
longer fear competition and don't need 
to depend on cheap labor and lower 
costs to take on rivals elsewhere in the 
world. They are competitive despite no: 
being the cheapest in the world. The» 
are the best in their field as the suc- 
cesses of Tata Steel, Dr. Reddy's and 
Bharat Forge suggest. 

Another positive accomplishment 
which India Inc. can boast of in recen: 
times is the significant improvemen: 
in the level of corporate governance. It 
is even comparable with the best in the 
world; Infosys Technology is a case ir 
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point. Even Indian capital markets 
have become more sophisticated than 
ever before; NSE is one of the most 
technologically-advanced stock ex- 
changes in the world, putting behind 
even the American rival NYSE. 

The “Made in India" brands are 
emerging from obscurity on to the 
shelves in major showrooms across the 
world. Global big brands no longer 
hesitate to associate with local 
brands; Wal-Mart joining hands with 
Bharti is a case in point. It looks like 
India Inc. is now gripped by Mittal ma- 
nia. led by the Tatas and Birlas, a new 
breed of Indian multinationals—a 
larger and equally dogged set of com- 
panies— are joining the bandwagon to 
have a great stake in the global 
economy. For example, through a se- 


ries of small acquisitions, Bharat 
Forge has become the second largest 
maker of car parts, after 
ThyssenKrupp of Germany. It has 
bought forges in Britain, Germany, the 
US and China (where it owns the larg- 
est one). "India is seen as one of the 
world's most dynamic economies, and 
liquidity is rapidly flowing towards 
where this dynamism is evident," Says 
Anand Mahindra, Vice-Chairman and 
Managing Director of Mahindra & 
Mahindra. He further adds, “This is 
just the beginning and, to use a popu- 
lar phrase, you ain't seen nothing yet." 

However, the change in India's 
economy has not happened overnight. 
During the initial days of the reforms, a 
sense of apprehension gripped 
Indian businesses, as they feared total 
onslaught by big Multinational Compa- 
nies (MNCs). Slowly but steadily, the 
domestic players have begun to shed 
their shyness. A change in their strategy 
is visible now. Indian businesses have 
begun to look at the world as their mar- 
ket. They are now on the trail to make 
global footprints. In fact, the march of 
India Inc. towards making a global foot- 
print continues unabated. And markets 
have begun to recognize that. As a result, 
the stock prices of domestic companies 
are consistently valued 3-4 times higher 
than their Western counterparts with 
the same revenues. Moreover, a series of 
regulatory developments in tune with 
the economic shift have helped fuel In- 
dian companies' ambitions. Most re- 
markably, the government now permits 
companies to invest overseas up to twice 
their net worth. 

Corporate India has been witness- 
ing good profit margins over the years. 
Having a strong financial muscle, 
Indian companies have announced 
record merger and acquisition transac- 
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Business Environment 





Global Competitiveness 2006-2007 





in the World Economic Fourm’s latest report, India ranked 43° overall with excellent scores in 
capacity for innovation and sophistication of firm operations. However, company’s use of technol- 
ogy and rates cf technology transfer are high, although penetration rates of the latest technologies 
are still quite low by international standards, reflecting India’s low levels of per capita income and 
high incidence of poverty. The report says, despite these encouraging results, insufficient health 
services and education as well as a poorly developed infrastructure are limiting a more equitable 
distribution of the benefits of India’s high growth rates. On the top of this, successive Indian 
governments have proved remarkably ineffective in reducing the public sector deficit, one of the 


highest in the world. 
The Business Competitiveness Index 

Country/Economy BCI ranking Quality of the national Company operations 

business environment and strategy ranking 

ranking 

US 1 1 1 
Germany 2 2 2 
Finland 2 2 8 
Switzerland 4 4 4 
Denmark 5 6 6 
Netherlands 6 5 7 
Sweden 7 8 3 
United Kingdom 8 7 9 
Japan 9 9 5 
India 27 27 25 
China 64 65 69 


Source: V/orld Economy Forum, Global Competitive Reports. 2006 


tions. So far, the M&A deals have val- 
ued at $38.7 bn this year, eclipsing last 
year’s record of about $38 bn and more 
than a threefold increase from the 
$11.3 bn of deals in 2004. Overseas ac- 
quisitions in the coming years will see 
India setting its feet firmly in the glo- 
bal business landscape, and the emer- 
gence of Indian Transnational Corpo- 
rations. According to a latest report by 
Accenture, a global consultancy major, 
“Given the unprecedented rate at 
which Indian companies are snapping 
up their rivals across the globe, they 
could be buying nearly 370 companies 
a year in the US and Europe alone by 
the end of this decade." Experts say, 
*Corporate India appears to have de- 
cided that if the world won't come to 
India, they will go the world." 

Though India, at present, still lacks 
the size of companies in the US, EU, 
China, South Korea, and Japan, multi- 
billion dollar deals like Tata's acquisi- 
tion of Corus have pu: the country on a 
fast track to scale up among the world's 
elite club. It is the biggest foreign take- 
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over by an Indian firm and the deal will 
make Tata, as the world's fifth-largest 
steel producer. According to a report by 
McKinsey and CII, manufactured ex- 
ports from India can potentially in- 
crease to $300 bn by 2015. It further 
predicts, “Made in India" could become 
the next big manufacturing export 
story. Companies from pharmaceuti- 
cal, technology and automobile sectors 
are set to lead overseas acquisitions in 
2007. Frank Hancock, Managing Direc- 
tor, ABN AMRO, India, is very optimis- 
tic about Indian companies and says, "I 
wouldn't be surprised to see something 
really transformational, particularly in 
auto components, possibly also auto 
manufacturing, as companies in the US 
and Europe seek investments. These 
Indian players are very competitive and 
powerful." Corporate India is now in the 
process of becoming a very significant 
economic power in the world. 

To capitalize on India's strength as 
a high-value producer rather than a 
low-cost one, huge foreign investments 
have been planned in the country. 


—————— 


These include a massive steel plant in 
Orissa and a $3 bn semiconductor 
*Fab City" in Hyderbad. Analysts 
project that India is about to see a 
boom in the labor-intensive activities 
just like the manufacturing boom in 
China in the 1980s. On this front, In- 
dia is about to benefit from a new dy- 
namic primary education revolution 
which will soon make available a mass 
of cheap skilled labor. 

However, it's not all that rosy and 
not all the companies are doing well. 
Still, there are infrastructures bottle- 
necks that attribute to about 2-596 to 
the cost of doing business in India 
when compared to China. For instance, 
the Indian textile industry remains a 
patchwork of smaller producer that 
cannot match the scale of Chinese com- 
panies. In India, companies still suffer 
from power shortage, bad roads and 
crowded ports. It is estimated that 
still the country needs an investment 
$200 bn for new roads, ports and other 
infrastructure facilities. On the other 
hand, the economic boom hasn't 
reached at least 5,50,000 villages 
where two-thirds of the Indian popula- 
tion live. 

Nevertheless, India's large young 
and low-cost workforce is behind the 
success of IT and ITES and other in- 
dustries. As the economy is growing at 
more than 846 a year, there are likely to 
be many opportunities and huge poten- 
tial to grow further in the days to come. 
By learning lessons from their counter- 
parts in other emerging economies, 
Indian companies are following a pat- 
tern set by those companies that went 
overseas during a high-growth phase. 
*Right now, India is like a runner with- 
out shoes. But look at that speed, 
which is good, as long as you can go the 
distance," commented a leading 
Bombay stock investor. The growth 
momentum can be accelerated in fu- 
ture, to come, if the government re- 
sponds with appropriate, strong and 
credible policy to create a favorable cli- 
mate for investment. m 


— N Janardhan Rao 
Reference # 01 M-2006-12-14-01 
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B ART AND ARTISTS 


Milton Friedman 


The Iconoclastic Seeker of Freedom 


The economist par excellence who sought "Positive Scientific Knowledge that enables mankind to predict the 
consequences of a possible course of action" passed away on 16" November, leaving a gaping vacuum 


behind. 





of. Milton Friedman—the win- 
ner of the Nobel Prize in Eco- 
nomics, "for his achievements in 
the field of consumption analysis, mon- 
etary history and theory, and his dem- 
onstration of the complexity of stabili- 
zation policy," is the best-known and 
most respected free market economist 
in the world. His interest in, and advo- 
cacy of free market can well be traced 
back to his very formative years as an 
economist when, at the young age of 33, 
he co-authored the article—“Income 
from Independent Professional Prac- 
tice”— with Simon Kuznets, arguing 
that “the state licensing procedures 
limited entry into the medical profes- 
sion, thereby allowing doctors to charge 
higher fees to the detriment of patients 
than if competition were more open.” 
In his landmark work of 1957 — A 
Theory of the Consumption Function, 
Prof. Friedman countered the Keynesian 
view that individuals and households 
adjust their expenditure on consump- 
tion to reflect their current income. His 
empirical study threw a puzzle at him: 
the cross-section data showed increase 
in the percentage of income saved as the 
income rose, while the time series data 
showed much less change in the savings 
proportion over the years which Fried- 
man resolved by postulating a new con- 
cept — "people's annual consumption is a 
function of their expected lifetime earn- 
ings" that was prominently quoted in 
the citation for his Nobel Prize. 
It is his monumental work of— Mon- 
etary History of the United States, 1867- 
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1960—that was published in 1963, 
along with Schwartz, that sparked a 
great debate in macroeconomics be- 
tween the Keynesians and the monetar- 
ists. Though Friedman started out as a 
conventional Keynesian in the 1940s, 
he led the intellectual counter-revolu- 
tion against Keynes, of course with an 
abiding respect for him althrough his 
life. His respect for Keynes can be 
gauged from what he said of him in one 
of his interviews: his *General Theory of 
Employment, Interest and Money is a 
fascinating theory. It is one of those very 
productive hypotheses—a very inge- 
nious one, a very intelligent one. But it 
turned out to be incompatible with the 
facts when it was put to the test." Yet, 
he was of the opinion that this theory 
had "altered the shape of economics." 
Coming back to his monetarism, the 
bone of contention between Keynesians 
and monetarists is: which is more im- 
portant in determining the short run 


course of the economy? Keynesians ar- 
gued that the economy as a whole will 
be affected through fiscal policy — 
through changing government taxes 
and spending. As against this, mon- 
etarists argued that it is the quantity of 
the money impacted by monetary 
policy, which is affecting the economy. 
Friedman, based on his studies, postu- 
lated that in the long run, increased 
monetary growth increases prices, but 
has little or no effect on output. In the 
short run, he argued that increased 
monetary growth cause employment 
and output to increase, and decrease in 
the money supply will have the opposite 
effect. 

He also commented that when fis- 
cal policy and monetary policy are mov- 
ing in the same direction, one cannot 
tell which is more important. But 
whenever fiscal policy and monetary 
policy move in opposite directions, it is 
invariably the monetary policy and 
what happens to growth in money sup- 
ply under it, is what determines the 
economy. Of course many economists 
have disagreed with Friedman's mon- 
etarist ideas but the stagflation of the 
1970s—the period in which there was 
expansive fiscal policy in the US which, 
according to Keynesians view, should 
have resulted in expansion in the 
economy but contrary to that, there 
was high level of unemployment and 
rapidly rising prices — had only vindi- 
cated what Friedman’s monetary 
theory cautioned: “run away govern- 
ment spending and spiraling wage 
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costs would some day culminate ir a 
toxic coexistence of moribund economic 
growth, double digit inflation and soar- 
ing unemployment.” It is this radical 
argument against government pump- 
priming in tough economic times that 
earned him a reputation as the 
contrarian. 

Prof. Friedman's Presidential ad- 
dress to the American Economic Asso- 
ciation is often rated by some econo- 
mists higher than even his famous 
money supplier rule. In this address, 
he demonstrated that the Phillips 
curve —the stable trade-off between in- 
flation and unemployment that held 
sway over the central bankers—is in- 
valid. In the process of proving its im- 
validity, he came out with a new con- 
cept, the “natural rate of unemploy- 
ment”, which was subsequently 
termed as the “non-accelerating infla- 
tion rate of unemployment” (Nairu). 

Prof. Friedman—a non-armchair 
economist—is highly persuasive as a 
publie policy analyst and path-break- 
ing as a scholar and scientist. During 
1955, Prof. Friedman was in India on 
behalf of the US government to serve 
as an economic advisor to the ministry 
of finance. At that time, he presented a 
memorandum to the government of 
India with the opening remarks: “A 5% 
per annum rate of increase in real na- 
tional income seems entirely feasible 
on the basis of both the experience of 
other countries and of India’s own re- 
cent past. The great untapped resource 
of technical and scientific knowledge 
available to India for the taking is the 
econemic equivalent of the untappec 
continent available to the US 150 
years ago.” What we are today gloating 
about the post-liberalization average 
annual growth rate of 6.5 to 7% is what 
Friedman prophesied on 5* November. 
1955. He also offered his suggestions 
for improving the economic lot of the 
country, but it is a different matter 
that we almost took 35 years to heed 
the words of his wisdom. 

Friedman is one of those rare econo- 
mists, who can convey his message to 
even a layman in such words that help 
him understand easily. In one of his in- 
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terviews, he observed that Europe's 
plan for single currency may not come 
true in his lifetime. The reasons cited 
by him are so pragmatic that he alone 
could visualize them: to have a unified 
currency you have to have an area in 
which people and goods move relatively 
freely, and in which there is enough ho- 
mogeneity of interest so that severe po- 
litical strains are not raised by diver- 
gent developments in different parts of 
the area. 

He is a great teacher and willing to 
labor to make people understand what 
is important for them. He worked all 
through his life to stress “the importance 
for humanity of a correct understanding 
of positive economic science" and this 
belief might have made him to con- 
sciously conclude his Nobel Memorial 
Lecture by citing the two hundred year 
old statement of Pierre S du Pont, a 
Deputy from Nemours to the French Na- 
tional Assembly that so vividly stresses 
the necessity for such understanding of 
economics: “Gentlemen, it is a disagree- 
able custom to which one is too easily led 
by the harshness of the discussions, to 
assume evil intentions. It is necessary to 
be gracious as to intentions; one should 
believe them good, and apparently they 
are; but we do not have to be gracious at 
all to inconsistent logic or to absurd rea- 
soning. Bad logicians have committed 
more involuntary crimes than bad men 
have done intentionally." 

More than his monetary theories, it 
is his relentless championing of the 
cause for unfettered free markets and 
least government intervention in the af- 
fairs of people that made him dearer to 
many, while that many have also 
treated him as the “evil from west". In a 
talk on “Economic Freedom, Human 
Freedom, Political Freedom” delivered 
on November 1* 1991, he argued that 
“the essence of human freedom as of a 
free private market, is freedom of 
people to make their own decisions so 
long as they don't prevent anybody else 
from doing the same thing." Quoting 
Thoreau: “Government is best that gov- 
erns least”, Friedman envisaged three 
primary functions for the government— 
one, military defense of the nation, two, 


enforcement of contracts between indi- 
viduals and three, protect citizens 
against crimes against themselves or 
their properties. His prime advocacy 
has been promotion of human freedom 
and his main contention is that the 
growth of the government and its in- 
creasing control over the lives of people 
is the major cause for the loss of that 
freedom. 

Friedman is known to often assert: 
“no one spends somebody else's money 
as carefully as his own." He argued that 
“when government—in pursuit of good 
intentions—tries to rearrange the 
economy, legislate morality, or help 
special interests, the costs come in inef- 
ficiency, lack of innovation and loss of 
freedom.” Hence, he demands that 
people must be allowed to pursue their 
“self interest”. And he was absolutely 
certain that the “self interest, rightly 
understood, works for the benefit of so- 
ciety as a whole”. 

But the question is what if the “self 
interest” is not rightly understood. Nev- 
ertheless, this utopian concept of eco- 
nomic, political and social freedom of 
man as enunciated by Friedman re- 
minds us of what M N Roy proposed un- 
der his philosophy of the New Human- 
ism: man is a maker of his world. His 
brain is his instrument of thought and 
it is owned by him. He is rational, and 
morality is embeded in it. Revolutions 
are heralded by iconoclastic ideas gen- 
erated by gifted brains. He, therefore, 
hopes that man being “keenly conscious 
of the urge for freedom and fired by a 
vision of a free society of free men, and 
motivated by the will to remake the 
world, will restore the primacy and dig- 
nity of the individual” and this utopia 
was visualized in the early 50s. 

Will the kind of freedom that Fried- 
man desired or M N Roy postulated, 
and “Friedmanists” and “Royists” as- 
pired for, ever become real or would it 
remain a utopian dream, or will it wait 
for the arrival of someone of their cali- 
ber to carry it forward, is something 
that time alone can resolve.m 
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Chinese are Coming! 


To Welcome with FTA? 


with an entourage that consisted of top executives of many 
companies, besides political heavyweights. Reports indicate 
that the visit is meant for unveiling several new initiatives, no- 
table among them could be forming an “energy-investment alli- 
ance” to jointly explore overseas oil fields and give a boost to their 
bargaining power to buy foreign energy assets, work out a strat- 
egy to strengthen negotiation-leverage at the World Trade Orga- 
nization, besides framing more robust commercial relation- 
ships. There were also indications in the press that the scope for 
Free Trade Agreement (FTA) may also be-discussed. No surpris- 
ingly, the idea of FTA with China has evoked negative response 
from many quarters, including academia. 

FTAs are “agreements among two or more parties in which 
reciprocal preferences are exchanged to cover a large spectrum of 
parties' trade in goods." Although historieally free trade agree- 
ments are expected to expand markets and enhance economic 
efficiency T N Srinivasan, Professor of Eco- 
nomics, Yale University, argues that theoreti- 
callv, FTAs are inferior to multilateral trade 
liberalization. FTAs, being private agree- 
merts between two countries, the adminis- 
trative mechanism, available under WTO 
that guarantees smooth flow of trade within a 
rule-based trading system, is not available 
for administering and settling disputes under 
FTAs. It is thus not feasible under FTAs to 
enforce anti-dumping rules, subsidiary re- 
strictions, etc. 

What is more, free trade agreements are not only antitheti- 
cal but also engender a lot of problems in terms of defining and 
policing rules of *origin of goods". Such rules are quite essential 
since tariff preferences are accorded only to goods actually pro- 
duced in the partner country but not to the goods from the rest of 
the world that could make an entry through the partner country 
with the lowest external tariff. The rules of origin (ROSS) that 
govern preferential treatment are invariably complex. Accord- 
ing to Prof. Srinivasan, they only provide ample opportunities 
for bureaucrats to make non-transparent and opaque protec- 
tionist measures by manipulating the rules. For instance, the 
rules of origin under the FTA between the US and Singapore 
said to run to almost 203 pages. Despite these disadvantages, 
FTAs are mushrooming all over that, too, more out of non-eco- 
nomic considerations. 

It :s true that our GDP grew at an average annual rate of 
6.2% during 2000-04 while that of China at 10.6% and it is also 
true that such high growth means increased demand for goods 
and services. This is already evident from the fact that the 
bilateral trade between India and China grew from $338 mn in 
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1992 to $13.6 bn by 2004 and it is projected to touch $100 bn by 
2015. This obviously poses a question: When economy of both 
the countries is in such a pink, why not an FTA, which is a 
potential tool for bettering the economic cooperation between 
India and China. 

But there is embedded risk in it: All said and done, our eco- 
nomic miracle though real is just confined to the highly specialized 
IT services, outsourcing and similar areas. China, by virtue of its 
efficient manufacturing abilities has already become a manufac- 
turing hub ofthe world, and thus stands better globally integrated 
than India. Unlike China, we are not a main exporter of consumer 
goods. China's share in the world exports under manufactured 
goods is 6.596 while ours is a dismal 0.996. Even in terms of value- 
addition under manufactured goods, China is far ahead of us with 
a share of 8.5%, while we are languishing at a minuscule share of 
1.4%. Around 64% of our exports to China are in the form of 
primary goods—iron ore etc. while 50% of our imports from China 
are value-added manufactured goods. Over 
and above, the ruling import tariff on manufac- 
tured goods in our country stands at around 17- 
19% while it is 5 to 7% in China. In view of 
these inequalities, Indian exporters can gain 
no substantial advantage under the proposed 
FTA vis-á-vis Chinese exporters. 

Secondly, under the proposed FTA, our do- 
mestic manufacturers are likely to face a threat 
to their survival. According to one estimate, 
China has lower cost in many products than 
India and thus we have lost market share in 
third markets to China and this trend is likely to continue in the 
future unless we catch up with China in costs. That aside, under the 
proposed FTA, imports from China will become cheap which is sure 
to impact sales of domestic manufacturers adversely. The increased 
competition from China under FTAs is certain to threaten the 
survival of some of the rural production units in India, notable 
among them being raw silk and other agricultural produces. As we 
are already suffering from a none-to-happy performance under 
rural economy, adjusting to the proposed FTA may prove costly. 

On any count, it may not be an appropriate time for us to rush 
for FTA with China. Instead, as Prof. Srinivasan opined, it is 
better that along with China, we focus our efforts in ensuring 
that the multilateral process of trade liberalization under WTO 
get started soon. We may also jointly work for the repeal of the 
article XXIV of GATT/WTO on customs unions and FTAs and get 
a new clause inserted whereby, trade preferences of any regional 
or other agreements are extended to all members of the WTO. 
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